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TOO BIG TO FAIL: THE ROLE FOR BANK- 
RUPTCY AND ANTITRUST LAW IN FINAN- 
CIAL REGULATION REFORM (PART II) 


TUESDAY, NOVEMBER 17, 2009 

House of Representatives, 

Subcommittee on Courts and 

Competition Policy 
Committee on the Judiciary, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 1:02 p.m., in room 
2237, Rayburn House Office Building, the Honorable Henry C. 
“Hank” Johnson, Jr. (Chairman of the Subcommittee) presiding. 

Present: Representatives Johnson, Conyers, Coble, Chaffetz, and 
Goodlatte. 

Staff present: (Majority) Christal Sheppard, Subcommittee Chief 
Counsel; Anant Raut, Counsel; Elisabeth Stein, Counsel; Rosalind 
Jackson, Professional Staff Member; and (Minority) Stewart 
Jeffries, Counsel. 

Mr. Johnson. This hearing on the Committee on the Judiciary, 
Subcommittee on Courts and Competition Policy will now come to 
order. 

Without objection, the Chair is authorized to declare a recess. 

Today the Subcommittee holds its second hearing examining the 
implications of companies that are “Too big to Fail.” During our 
first hearing in April, we asked two questions: Are there such 
things as institutions that are too big to fail? And if so, do they rep- 
resent a failure of the antitrust laws? 

At the time, our panel of experts concluded that yes, there are 
companies whose size makes them systematically significant in our 
economy. However, the antitrust laws don’t need to be changed on 
account of these companies. 

If anything, these companies merit greater enforcement of the 
antitrust laws that currently exist. 

Our country remains in the grip of a grim economic downturn. 
Since the collapse of Lehman Brothers in September of 2008, the 
unemployment rate in my home State of Georgia has climbed from 
6.6 percent to 10.2 percent today. The metropolitan Atlanta area 
has lost more than 124,000 jobs during that time. 

Today we have before us several pieces of legislation proposed by 
the Treasury to systematically unwind these large companies once 
they are on the verge of failure. 


( 1 ) 
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The Administration points to the collapse of companies like Leh- 
man Brothers and warns that this new authority is vital to pre- 
venting another big company from bringing down the economy as 
it goes under. 

I, for one, am skeptical. The legislation proposed by the Treasury 
raises a number of troubling issues under this Subcommittee’s ju- 
risdiction. 

The resolution authority would, in some instances, sidestep anti- 
trust oversight entirely. 

Decisions about which competitor gets a failing company’s assets 
could be made without the input of the antitrust enforcement agen- 
cies, creating a new generation of too big to fail companies requir- 
ing another multibillion-dollar bailout down the road. 

Courts which have traditionally played a pivotal role in the nor- 
mal bankruptcy process would also have their oversight dimin- 
ished. 

Decisions about the distribution of assets could be made without 
a judge watching over the process to make sure that the share- 
holders and the general public are treated fairly. 

In the wake of great crises, whether financial or national security 
in nature, it is tempting for new Administrations to dismiss exist- 
ing law as inadequate and claim that new approaches and new 
powers are necessary for a new kind of threat. 

But what we have learned is that agencies empowered with 
emergency authority can’t be solely responsible for determining 
when and how it gets used. Checks and balances are a necessary 
restraint on the powers granted by Congress. 

I hope that our discussion today will help us better understand 
what protections need to be built into this proposed resolution au- 
thority to ensure that it is used sparingly and in the best interests 
of the American public. 

I now recognize my colleague Howard Coble, the distinguished 
Ranking Member of the Subcommittee, for his opening remarks. 

Mr. Coble. I thank you, Mr. Chairman. 

And good to have the panelists with us today. 

Mr. Chairman, thank you for calling today’s hearing, which is 
the second that this Subcommittee has held on the role of antitrust 
in correcting the current economic crisis. 

Last April, you will recall we heard from former acting assistant 
attorney general Deb Garza that antitrust laws did not create the 
current economic crisis, and the antitrust division was capable of 
conducting antitrust review of proposed asset sales under the 
TARP plan. That is the Troubled Asset Relief Program. 

Last month I attended a Commercial and Administrative Law 
Subcommittee hearing on the role of the bankruptcy law and anti- 
trust in resolving the existing financial crisis. 

At that hearing, under direct questioning from Chairman Con- 
yers, representatives of the Treasury Department and the Federal 
Deposit Insurance Commission told the Subcommittee that the Ad- 
ministration’s bill did not alter antitrust review of any proposed 
sale of assets in a government takeover of a failing financial entity. 

However, it appears from a subsequent markup by the Financial 
Services Committee and through written statements of at least 
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some of the witnesses here today that this proposal does alter anti- 
trust review. 

So my question to all the witnesses is does this bill alter anti- 
trust review and, if so, how is it altered, and does it protect con- 
sumers? 

The proposed resolution authority that is before this Congress 
does not change my mind about the wisdom or lack thereof of gov- 
ernmental bailouts. The Constitution gives Congress the authority 
to establish bankruptcy laws and procedures, and in my estimation 
the bankruptcy system has many more public checks and balances. 

It is my understanding, Mr. Chairman that many of our col- 
leagues on the Financial Services Committee and on the Judiciary 
Committee have suggested some changes to the bankruptcy laws to 
address this kind of large-scale financial crisis that we faced last 
year. 

Personally, I am far more comfortable with that approach to this 
issue, because it is non-biased. It is proven and reliable. And it pro- 
vides a solid foundation from which businesses can recover. 

In any event, I would like to thank you, Mr. Chairman, and 
Chairman Johnson for protecting the Committee’s jurisdiction with 
respect to bankruptcy and antitrust laws. 

These well-established laws have been the bulwark of America’s 
capitalist system and any financial services reform should stem 
from their well-accepted principles. 

And, Mr. Chairman, I am going to have to depart imminently be- 
cause I am scheduled to handle two bills on the fioor, but the dis- 
tinguished gentleman from Utah has promised to stand in for me, 
if that is okay. And I yield back. 

Mr. Johnson. I thank the gentleman for his statement. 

And I now recognize John Conyers, a distinguished Member of 
the Subcommittee and also the Chairman of the Committee on Ju- 
diciary. 

Mr. Conyers. Thank you very much. Chairman Johnson. 

And to my colleagues here, this is a hearing that is part of the 
larger financial regulatory reform package that we have jurisdic- 
tion over. That is, as I have explained. Title 7, improvements to 
regulation of over-the-counter derivatives, and Title 12 , enhanced 
resolution authority. 

And I am grateful for the four witnesses that are here. 

Now, to me, our jurisdiction has been delineated. The Chairman 
of Finance Committee, Chairman Frank, has assured us that our 
determinations in these two titles will be adhered to. 

At the same time, we have the larger issue, and I don’t know 
how we go about taking both of these things into consideration. I 
think it is a mistake for us to think only narrowly in terms of our 
two titles in the bill, because ultimately we will all be collectively 
voting on the larger bill. 

And we have had hearings. I have two folders of hearings of the 
Committee. Some have been in your Committee. I think one has 
been in Chairman Cohen’s Committee. 

And we have circling overhead — and I would encourage the wit- 
nesses to feel free to go beyond the titles that we have actual juris- 
diction. But I have got a notebook that tries to lay out the larger 
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positions on this financial regulatory reform, which is coming now 
after more than a trillion dollars has already heen expended. 

I mean, somebody needs to help me understand how we just 
thought about regulatory reform and the horse is out of the barn. 

Now, Chris Dodd and Barney Frank have two seriously different 
views about this thing. And Charles Schumer has yet another posi- 
tion on this. And the gentleman, I think, from Alabama, Shelby, 
has a position on this. The Nobel economist Joseph Stiglitz has a 
very distinct view about this. 

And so to me. Chairman Johnson and my colleagues, what be- 
comes important here is that we try to understand the relationship 
between what is in our jurisdiction and what everybody else is 
thinking and doing both in the other body and in the House — the 
Finance Committee, the Committees on the — in the Senate. 

And of course, the Administration has its team that is sort of om- 
nipresent in this whole situation. 

So I am going to submit an opening statement and look forward 
to the testimony from our witnesses. Thank you. 

[The prepared statement of Mr. Conyers follows:] 

Prepared Statement of the Honorable John Conyers, Jr., a Representative 

IN Congress from the State of Michigan, Chairman, Committee on the Judi- 
ciary, AND Member, Subcommittee on Courts and Competition Policy 

The financial regulatory reform package incubated in the Treasury Department 
and hatched in the Financial Services Committee appears to be in ailing health. 

The effort to regulate financial derivatives, the complex and highly speculative in- 
struments at the heart of the meltdown last year, and the effort to create a new 
Consumer Financial Protection Agency to protect Americans from abusive, decep- 
tive, and predatory lending, are both being targeted by lobbyists intent on weak- 
ening them. 

If the lobbyists succeed — and right now they appear to be gaining — this important 
effort will be squandered, and the resulting legislation won’t be worth supporting. 

Turning to the proposed new special resolution authority for the FDIC to take 
over failing financial institutions that are so interconnected to the wider financial 
system that their failure puts the wider system at undue risk, there is another dan- 
ger — that if we are not careful, we will end up throwing some fundamental Amer- 
ican values overboard. We need to make sure that doesn’t happen. 

We must ensure that the rights of innocent citizens who get caught up in the tan- 
gents of a giant financial institution’s far-flung activities are not cast aside, while 
favored interests are allowed to jump to the head of the line and grab the lion’s 
share. 

We must preserve full-strength antitrust authority against anticompetitive merg- 
ers, so we don’t wake up with just a handful of financial institutions that are even 
more gargantuan than the ones we started with. 

To ensure these values are protected, we can’t just turn everything over to a gov- 
ernment liquidator and stand back. 

We need to preserve the role of bankruptcy law in providing fair treatment for 
all who have claims against the financial institution, not just the favored few. 

And we need to preserve the role of the antitrust laws, in all of their vitality. 

If extraordinary powers are needed to respond to a systemic financial emergency, 
we should make sure that those powers are triggered only when there truly is such 
an emergency. We should make sure that those powers are limited in scope and du- 
ration — that they displace the important American values reflected in the bank- 
ruptcy and antitrust laws, if at all, only to the limited extent, and only for the lim- 
ited duration, that is necessary for responding effectively to the emergency. 

And we should make sure that any harm to those values that results from the 
exercise of those powers should be reversible once the emergency has subsided. 

We need to keep in mind that this is not about bailing out Wall Street. 

It is not about helping the institutions that brought us this crisis pay their bro- 
kers billions of dollars in new bonuses. It is not about tunneling money to those in- 
stitutions as counterparties in derivative contracts, as a just-released report by the 
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TARP Inspector General indicates Secretary Geithner was instrumental in doing 
last year when he was head of the Federal Reserve Bank in New York. 

It is not about excusing those institutions from giving struggling homeowners a 
chance at reasonable mortgage terms that avoid needless foreclosures. 

I for one am not comforted by Goldman Sachs Chairman and CEO Lloyd 
Blankfein’s recent statement insisting that he is just a banker “doing God’s work” 
and that his mammoth company is fulfilling “a social purpose.” 

Resurgent Wall Street profits and bonuses clearly are not trickling down to Main 
Street, or Woodward Avenue. 

In Detroit, the unemployment rate is nearly 28 percent. 195 homes there are 
being taken into the foreclosure process each day. One in three people in my district 
are at or below the poverty line. 

Let’s not forget the lessons of the Gramm-Leach-Bliley Act of 1999 and the Glass- 
Steagall Act of 1933. Ten years ago, Gramm-Leach-Bliley repealed the firewall set 
up in Glass-Steagle between the casino on Wall Street and the private investment 
engines of Main Street. The repeal allowed for the creation of giant financial super- 
markets that could own investment banks, commercial banks, and insurance firms, 
thereby clearing the way for consolidation into companies too big and intertwined 
to fail. 

It also led to deregulation that helped cause the current economic crisis. 

I support the efforts in the Financial Services Committee to build the regulatory 
infrastructure needed to protect our economy against ever again being held hostage 
to fears that irresponsible financial giants are too big to fail. 

Our job in the Judiciary Committee is to ensure that this is accomplished in an 
effective and responsible manner that respects these other important American val- 
ues. 

So I am pleased that the Courts and Competition Subcommittee is continuing our 
examination into these issues. I hope our witnesses today can shed light on three 
issues in the legislation to establish special resolution authority for financial institu- 
tions that pose undue systemic risk. 

First, are there adequate antitrust safeguards? We don’t want our response to a 
financial crisis to lead to even larger and more concentrated institutions, with less 
competition, and higher prices for consumers. 

FDIC Special Advisor for Policy Michael Krimminger’s statement before our Com- 
mittee last month that “in a systemic context, there can be cases in which there 
is an override of the anti-competitive consequences” was troubling to those who care 
about our economic freedoms. 

Those considerations need to be carefully reconciled, not set against each other. 
I hope our witnesses can address how to maintain meaningful antitrust values 
under the new resolution mechanism. 

Second, are there fair and balanced protections for those affected by the insol- 
vency? 

The standard should be the protections set out carefully in our Bankruptcy Code. 
Any departures from those Bankruptcy Code protections should be few, and justi- 
fied, and each carefully limited in scope and duration to what is necessary to avert 
the systemic financial crisis. 

The Financial Services Committee bill is modeled on the authority given to the 
FDIC when a bank with FDIC-insured deposits fails. 

But the powers and priorities that are appropriate when FDIC-insured deposits 
are a dominant factor may not be appropriate when there is a greater variety of 
competing claims and claimants — labor contracts, pensions, and garden variety busi- 
ness debts, to name just a few. 

So while a receiver should have the power to act quickly to conserve systemically 
critical assets and liabilities, that power should be exercised in a manner that re- 
spects the rights of other innocent parties. 

I hope our witnesses today can address how to fairly protect these rights in the 
context of the need for quick action in a financial emergency, and create a measure 
of predictability that will enhance stability. 

Third, is there appropriate judicial review to guard against arbitrary and unfair 
government action? 

Under the Bankruptcy Code, it is a court that appoints a trustee to act as conser- 
vator or liquidator, oversees the trustee, and ultimately reviews and approves the 
process by which the business is reorganized or liquidated and claims are resolved. 

Under the Financial Services Committee bill, once the failure of the business is 
deemed to be a systemic risk to the financial system, the new conservator or re- 
ceiver takes over. 

Any bankruptcy proceedings are abruptly terminated, and new bankruptcy pro- 
ceedings are precluded. 
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Instead of an open process, under uniform rules, with direct court oversight, we 
have an opaque process, under procedures that give the conservator or receiver 
broad discretion. 

I hope our witnesses can address how to make the resolution process more trans- 
parent and predictable, under appropriate judicial review. 

Clearly, the status quo, where too-big-to-fail institutions have privatized gains 
and received teixpayer-subsidized losses, is not acceptable. 

We need a workable mechanism to allow large, complex, interconnected, global fi- 
nancial companies to fail when they should, while managing the ripple effects. 

But we need to ensure that due process, fairness, transparency, and pro-competi- 
tion principles are core ingredients of that mechanism. 

I commend the collaboration between Courts and Competition Policy Sub- 
committee Chairman Hank Johnson and Commercial and Administrative Law Sub- 
committee Chairman Steve Cohen in putting together this third in a series of impor- 
tant and thought-provoking hearings on the too-big-to-fail issue, and I look forward 
to the testimony. 


Mr. Johnson. Thank you, Mr. Chairman. 

I now recognize the gentleman from Utah, Mr. Chaffetz, for his 
statement. 

Mr. Chaffetz. Well, thank you. Thank you, Mr. Chairman. 

And thank you. Chairman Conyers and Ranking Member Coble. 

And I appreciate the witnesses being here today. This is a very, 
very important subject and topic. I want to do more hearing than 
making a statement. 

I just wish to wholeheartedly support the verbal comments 
Chairman Conyers made and some of the deep concerns about the 
various approaches to this. 

I, too, have some concerns I would appreciate being addressed 
and I am sure you share many of these as well. I want to make 
sure we are staying within the constitutional duties and bounds 
that we are — have been given in our Constitution. 

I worry about our troubled firms getting even bigger. You know, 
one of the amazing statistics through all this is we talk about too 
big to fail — is if you actually go back and analyze these firms, we 
have less firms and they are even bigger than ever, and so have — 
through our public policy actually made the situation more vulner- 
able as opposed to actually solving it. 

Obviously, we want to ensure the American people that we are 
doing — ^be good stewards of their money. I have serious troubles 
and concerns with the TARP, and the bailouts, and the so-called 
stimulus, and things that have gone on in the past. 

I want to make sure that we are maximizing transparency. I 
think one of the benefits that — through going through bankruptcy, 
as painful and as derogatory as that term might be, there are cer- 
tainly benefits in terms of exposure in going through a process. 

We have seen companies, large companies, very successfully go 
through the bankruptcy process and then go on to thrive. 

And I want to make sure that we don’t — aren’t injecting politics 
into it. I think to the degree we can have an even hand and that 
public policy is not driven by political maneuvering, the better the 
system will be. 

So again, thank you. Chairman, for calling this hearing. I look 
forward to the interaction and appreciate you all being here today. 
Thank you. Yield back. 

Mr. Johnson. I thank the gentleman for his opening statement. 
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All Members’ opening statements will be included in the record. 
And I would like to enter into the record a statement from our 
esteemed colleague, the Chairman of the Commercial and Adminis- 
trative Law Subcommittee, Mr. Steve Cohen of Tennessee. 

[The prepared statement of Mr. Cohen follows:] 

Prepared Statement of the Honorable Steve Cohen, a Representative in 

Congress from the State of Tennessee, and Chairman, Subcommittee on 

Commercial and Administrative Law 

I applaud Chairman Hank Johnson and the Subcommittee on Courts and Com- 
petition Policy for continuing the House Judiciary Committee’s inquiry into the Ad- 
ministration’s proposal for enhanced resolution authority to wind-down failing, sys- 
temically important non-bank financial institutions. Several weeks ago, I presided 
over Part I of this hearing series before the Subcommittee on Commercial and Ad- 
ministrative Law. During that hearing, my Subcommittee posed some tough ques- 
tions to Administration officials concerning the need for resolution authority for 
such nonbank institutions as well as the numerous bankruptcy, administrative law, 
and antitrust concerns raised by the Administration’s proposal. We also heard from 
several bankruptcy and antitrust experts who further elaborated on these concerns. 

The Administration’s resolution authority proposal would create an alternative to 
the bankruptcy system for dealing with failing non-bank financial institutions that 
are so interconnected with the Nation’s financial system that their disorderly failure 
would destabilize the national and global financial systems. The ordinary bank- 
ruptcy process, it is said, would be too slow to deal with the imminent collapse of 
such institutions and would create too much uncertainty in the financial markets. 
The proposed resolution authority would be modeled on the authority of the Federal 
Deposit Insurance Corporation to wind-down failing commercial banks. 

While I understand the Administration’s desire for the authority to act quickly to 
stave off dangerous shocks to the Nation’s financial system, I am concerned that its 
proposed resolution process lacks the transparency and due process safeguards of 
the bankruptcy process. I am not unsympathetic to the argument that some type 
of authority for the executive branch to act quickly in the face of the impending fail- 
ure of a systemically important nonbank financial institution is important. What I 
am not yet convinced of is that an alternative to bankruptcy is needed with respect 
to the claims resolution process — that is, the process that occurs after a failing firm 
has been stabilized and its core assets have been sold to a third party or transferred 
to a bridge holding company. I am particularly concerned about the effect of the Ad- 
ministration’s proposal with respect to claims for employee and retiree compensation 
and benefits. 

I am also deeply concerned about the creation of the Financial Services Oversight 
Council, which, under the legislation, would not be an “agency” for purposes of any 
State or Federal law and, therefore, not subject to the Administrative Procedure Act 
and other restrictions on agency power. As I have said before in other contexts, as 
a legislator for more than 30 years, such vast expansions of unfettered executive 
power trouble me greatly. The formation of the Council should be reconsidered. 
Even if not eliminated, there should be far greater Congressional oversight author- 
ity over the Council’s activities. 


Mr. Johnson. With his oversight over the bankruptcy laws. 
Chairman Cohen shares our interest and concerns regarding the 
proposed reform legislation. And without objection, I will so include 
his statement. 

Now, I am now pleased to introduce the witnesses for today’s 
hearing. Our first witness is Professor Chris Sagers. Professor 
Chris Sagers is an Associate Professor of Law at the Cleveland 
Marshall College of Law in Cleveland, Ohio. He is an expert in the 
fields of antitrust and corporate law. 

Welcome, Professor Sagers. 

Our next witness is Mr. Edwin Smith. Mr. Smith is a Partner 
at the law firm of Bingham McCutchen LLP. He is here today testi- 
fying on behalf of the National Bankruptcy Conference. 
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Welcome, Mr. Smith. 

Next we have Mr. Michael A. Rosenthal, who is a partner at the 
law firm of Gibson Dunn & Crutcher LLP. Mr. Rosenthal is co- 
chair of the firm’s business restructuring and reorganization prac- 
tice group. 

Welcome, Mr. Rosenthal. 

And finally, we have Professor Charles Calomiris. Professor 
Calomiris is the Henry Kaufman Professor of Financial Institutions 
at Columbia Business School. 

Welcome, Professor Calomiris. 

Thank you all for your willingness to participate in today’s hear- 
ing. Without objection, your written statements will be placed into 
the record, and we would ask that you limit your oral remarks to 
5 minutes. 

You will note that we have a lighting system that starts with a 
green light. At 4 minutes, it turns yellow and then red at 5 min- 
utes. 

After each witness has presented his or her testimony. Sub- 
committee Members will be permitted to ask questions subject to 
the 5-minute rule limit. 

Professor Sagers, please begin your testimony. 

STATEMENT CHRISTOP H ER L. SAGERS, ASSOCIATE PRO- 
FESSOR OF LAW, CLEVELAND-MARSHALL COLLEGE OF LAW, 

CLEVELAND, OH 

Mr. Sagers. Thank you, Mr. Chairman and Members of the 
Committee. It is, again, my pleasure and privilege to be here. 

I am glad that the larger question has been asked about what 
is an appropriate approach to this problem overall, rather than the 
specific antitrust questions that I was asked to talk about. 

I wish I was competent to give some plenary answer to that 
question and I am not. But I can answer one big question that is 
relevant to it. And I have to begin by disagreeing with something 
that Ms. Garza said. Her comment was quoted again here today. 

I am not sure this is a very widely held view or a very popular 
one, but Ms. Garza, again, was acting assistant attorney general 
for antitrust in the Justice Department. 

She was also chair of the Antitrust Modernization Commission a 
couple years ago. She is an eminent figure in antitrust and I am 
sure that many, many people share her view. 

I happen to think that she is wrong in that she said antitrust 
didn’t cause this problem. I would be the last person to say that 
antitrust is the only explanation for this problem, but let me say 
one thing. 

We have thousands and thousands of Federal statutes and regu- 
lations, and we have precisely one that is designed to deal with the 
size and power of private entities, and that is Clayton Act Section 
7. 

Clayton Act Section 7 nominally has applied to all the many 
mergers and acquisitions that gave rise to TBF — excuse me, TBTF 
firms. It has never been applied in a way that has taken into con- 
sideration systemic risk. 

Many people right now would say it is impossible for that to be 
done. It shouldn’t be done. My basic point here today is that that 
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being the case, we don’t have any law anywhere to deal with this 
problem. 

Dealing with that problem is a much bigger question, I suppose, 
than I could really talk about in 5 minutes. It is not addressed in 
my written testimony, so I won’t pursue it. 

But for what it is worth, that issue is not on the table right now 
anywhere. And I personally think it is a serious problem with the 
overall approach to financial regulatory reform. 

Having said all that, I only have a couple of minutes left to sum- 
marize the rest of my testimony. So let me say, rather than digging 
into the details of what is quite a complicated issue, I think that 
everything I had to say in what I — my written submission and any- 
thing I would have to say today in person basically addresses one 
big issue. 

And that is that there is an attitude that has become quite com- 
mon, especially among the courts and, first among them, the Su- 
preme Court that antitrust, however venerable and useful it might 
be in some circumstances, is generally a bit of a tedious problem. 
It is costly, it is clumsy and it is to be avoided whenever it can. 

With respect, I happen to believe that that is incorrect. And as 
a peripheral observer of this Committee’s process during the last 
couple of months, I am very pleased to say my impression is that 
that sense is shared by at least some Members of the Committee, 
and my impression is, then, that that is shared by Members of both 
parties, at least from what I have been able to observe, and that 
makes me very happy. 

The problem is I happen to think that that attitude is reflected 
in this bill in many ways. It is not anywhere explicitly stated in 
any of the Administration’s bills, but — and it may not have been 
deliberate, but my impression generally is that throughout most of 
the Administration’s financial regulatory reform package, the atti- 
tude has been “we should avoid or limit antitrust wherever possible 
because it will get in the way of other regulatory objectives.” 

My sense, again, is that that is unfortunate both because I think 
that the difficulty that is said to be associated with antitrust in 
these markets is overstated, and maybe more importantly, because 
competition issues, issues of concentration and collusion in finan- 
cial markets, are actually pretty serious, and not only in the — with 
respect to the sort of systemic risk problems I began with. 

They are also serious in more traditional — the more traditional 
sense that those problems limit allocational efficiency in these mar- 
kets in serious ways. 

[The prepared statement of Mr. Sagers follows:] 
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Chairman Johnson and members of the Subcommittee, my name is Chris Sagers and I 
am a professor of law at Cleveland State University in Cleveland, Ohio. With my 
gratitude I am pleased to offer these thoughts on antitrust aspects of the Administration’s 
proposed financial regulatory refomis. I applaud the emphasis that Judiciary 
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Subcommittees have given this year to antitrust issues, because I believe that our 
competition policy is in need of attention * 

1 will address antitrust aspects of (1) Title VII of the Administration’s financial 
regulatory refonn package, entitled the Over-the-Counter Derivatives Markets Act of 
2009 (“OTC Act”); and (2) Title XU, The Resolution Authority for Large, Interconnected 
Financial Companies Act of 2009 (“Resolution Bill”).* 1 have been asked to address the 
explicit ways in which these bills modify the antitrust laws, and such other consequences 
they might have on antitrust through the “implied repeal” doctrine or otherwise. I have 
studied the law of antitrust exemptions and immunities throughout my career. I was co- 
author, with Peter Carstensen of the University of Wisconsin, of the American Bar 
Association’s book Federal Statutory Exemptions from Antitrust Law (2007), and 
Professor Carstensen and 1 were called for testimony on exemptions issues before the 
Antitrust Modernization Commission (“AMC”) in 2006. I have also published articles 
concerning statutory exemptions in the ocean shipping, airline and railroad industries, as 
well as judicially created antitrust exemptions like the Parker and Noerr-Pennington 
doctrines. 


Summary 

While T applaud the Administration’s effort to bring much needed regulatory 
oversight back to financial markets, it is fairly clear that the drafters of these bills did 


' I do not represent any party' with any' interest in this matter. I have received no compensation in 
connection with tliis or any prior Congressional testimony, I appear here at my own expense, and the views 
expressed are my ow n. I submit tliis testimony at the request of counsel for llie Subcoimnittee. 

* I was also asked to consider antitnist aspects of Title X of that package, entitled the Consumer 
Financial Protection Agency Act of 2009 (“CFPA Bill”), i will not address the CFPA Bill in any detail 
here, because it docs not appear to raise significant antitrust problems. The only risk I sec is tliat because it 
would cicatc a new rcgtilatoiy' authority' w'ith power over conduct that might also violate antitnist. it may 
limit anlilnist Ihroiigh llie “implied repeal” doctrine. I will address that doctrine in detail with respect to the 
OTC Bill, and 1 will explain in footnotes what consequences 1 think it may pose for the CFPA Bill. See 
infra note 35. 
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have much concern for antitrust or competition in drafting them.^ I believe there are 
specific, technical antitrust problems in both of these bills, and also an overarching 
antitrust problem as to the Administration’s entire financial refonn package. 

1. OTC BiU. Even though it contains no explicit exemptions or modifications of 
antitrust, the OTC Bill is fairly likely to immunize anticompetitive conduct from antitmst 
under either the implied repeal doctrine or the Supreme Court’s recent Trinko decision."* 

In my opinion two modifications of this bill would be very wise. First, it contains 
five specific provisions requiring that entities subject to it comply with certain “antitrast 
considerations” whenever they make rules or agreements. These provisions, however 
pro-competitive they may superficially appear, are likely to serve very little purpose other 
than Immunizing anticompetitive conduct. They should be removed. Second, the general 
antitrust savings clause contained in the bill should be modified to ensure that it survives 
certain reasoning in the Trinko opinion. 

2. Resolution Bill. From the antitmst perspective there are two significant criticisms 
of this bill. First, it would make one potentially very significant change to the familiar 
review of mergers under the Hart-Scott-Rodino Act (“HSR”). Second, as to every other 
situation it incorporates a system of bank merger law that is itself inadequate. 

As to HSR, the bill would make two changes: 

(1) Where a financial holding company (“FHC”) that is put into federal 
receivership owns both bank and non-bank assets — as will usually be 
the case — sales of its non-bank assets would be forced into a super-fast 
period of review with the benefit of only very limited information 


’ See infra note 74; see also U.S. DEP’T OF THE TREASEIRY, FINANCIAL REGULATORY REFORM: ANEW 
Founda'IION (2009) (88-pagc report exptaining Administration’s financial regulators' reform package, 
including llie Resolulion Bill, vvliicli never nienlions aiililrusi and only very obliquely discusses 
competition). 

^ Verizon Comni’ns, Inc. v. Law Offices of Curds V. Trinko, 540 U.S. 398 (2004). 
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(whereas under current law those sales would be subject to the familiar 
HSR process); and 

(2) Where particular exigencies are found to exist, those transactions 
could be exempted from any antitrust review whatsoever. 

As to the other criticism, the Resolution Bill preserves our Byzantine, idiosyncratic 

and dubious system of bank merger law. The sense of general disappointment in this 

system was captured in the thoughts of an eminent banking scholar at a recent 

Symposium: 


What I have seen [in the last fifteen years] is that the number one bank in 
the country will merge with the number five bank in the country and 
create a multi-state institution, with billions of dollars in assets, and if it is 
found to violate the antitrust laws, the solution is to knock off half a dozen 
branches in the Peoria area or something like that, which makes me 
wonder: Do we really have an effective law of antitrust for banks?' 


But indeed the Reslution Bill not only preserves this system, it does so in a context in 
which competition risks are most acute. The transactions to take place under the bill will 
almost by definition involve the largest entities, within markets that are already the most 
concentrated and interdependent, and they will at least sometimes result in making those 
entities even bigger. 

But a larger criticism is that neither these bills nor the rest of the Administration’s 
financial regulatory reform package appears to conceive of competition itself as any part 
of the solution, or seeks meaningfully to constrain the breathtaking consolidation that has 


^ Pond Discussion 1: The Development oj Bank Merger J.aw. Symposium: The Aniitru.sl .Aspects of 
Bank .Mergers. 13 FORDHAM J. C.ORP. & Ftn. L. 511, 512 (2008) (comments of Professor Girl Felsenleld, 
Fordliam Law School). 
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been the salient feature of financial institutions markets since the 1980s. These bills 
simply take entities that are Too Big To Fail (“TBTF”) as a given or a necessary evil. 

Admittedly, in this particular context — the search for better regulatory solutions in the 
financial sector — competition could not fix some persistent and difficult problems. On 
the one hand, as to some financial products price competition is already fierce and yet 
those markets are rife with problems needing regulatory attention. And on the other 
hand, even where price competition is not healthy, merely improving it will not solve all 
the problems they present. And yet, as it will be my goal to show, competition in the 
financial sector, along with reinvigorated regulatory oversight, must be a component of 
policy. It is needed to generate efficiency, encourage innovation and product quality, and 
to reduce risk. 

Competition and the encouragement of deconcentration could in reasonable, easy to 
imagine ways be made part of a solution to TBTF dilemmas. In fact, the 
Administration’s reform package happens quietly to include one important step in that 
direction. Another Title of the package contemplates that regulators will from time to 
time designate systemically significant firms as “Tier 1 Financial Holding Companies,” a 
step that would subject those firms to enhanced (and more costly) prudential oversight. 
The drafters observe that in addition to the hoped-for risk reduction, this designation will 
have the effect of “compelling] these firms to internalize the costs they could impose on 
society in the event of failure.”*’ But the more important benefit is that by creating and 
actually using this designation, the government will raise the costs of bigness itself. In 
this particular context opposition to bigness in and of itself is not just knee-jerking 
populism, and rather goes to the central problem of the current financial crisis. 

TREASLitY Report, supra note 3, at 20. 


5 



15 


Analysis 

1. Antitrust in the PTC Bill 

The OTC Bill sets up regulatory controls on derivatives markets that in some specific 
ways are either similar to the constraints that antitrust would impose or are in tension 
with it. Without careful drafting, either sort of provision could limit the applicability of 
antitrust to the transactions in question. 

A. Specifics of the Legislation 

The bill enhances regulatory oversight of derivatives trades outside of formal 
markets, which under current law are largely unregulated. It does this by describing a set 
of entities that will exist to make those markets work and subjecting them to various 
registration, prudential and oversight requirements. It contemplates that these entities 
will be regulated by either the Securities and Exchange Commission (“SEC”) or the 
Commodity Futures Trading Commission (“CFTC”). 

As to each of the entities the bill contemplates, it requires that they adopt whatever 
rules and procedures they are permitted to adopt subject to certain “antitrust 
considerations.” There are five of these “antitrust considerations” provisions, and they 
are nearly identical: 

(a) Section 713(b)(3) (adding a new subsection (2)(N) to 7 USC 7a-l(c)), concerning 
“derivatives clearing organizations”; 

(b) Section 717 (adding a new 7 USC 4s(j)(5)), concerning “swap dealers and major 
swap participants”; 

(c) Section 719 (adding a new 7 USC 5h(e)(10)), concerning “swap execution 
facilities”; 

(d) Section 753(b) (adding a new section 3B(e)(10) to the Securities Exchange Act of 
1934), concerning “alternative swap execution facilities”; and 

(e) Section 753(d) (adding a new section 15F(j)(5) to the ’34 Act), concerning 
“security-based swap dealers and major security-based swap participants.” 
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Each provision requires that the particular entity to which it applies, “[ujnless necessary 
or appropriate to achieve the purposes of this Act, . . . shall avoid (A) adopting any [rule 
or process, depending on the context] or taking any actions that result in any 
unreasonable restraints of trade; or (B) imposing any material anticompetitive burden , . . 


The SEC and CFTC would apparently be empowered to take action against these 
various entities for agreements or rules that would be in violation of these 
“considerations.” 

The bill also contains a general antitrust savings clause. Section 733 of the biir 
provides in full as follows: 

Nothing in the amendments made by this title shall be construed to 
modify, impair, or supersede the operation of any of the antitrust laws. 

For purposes of this subtitle, the term “antitrust laws” has the same 
meaning given such term in subsection (a) of the first section of the 
Clayton Act, except that such term includes section 5 of the Federal Trade 
Commission Act to the extent that such section 5 applies to unfair methods 
of competition. 

B. Competition Issues: Implied Repeal and the Trinko Decision 

Since the beginning of federal antitrust, defendants have argued that they should be 
excused from it because they are subject to some other federal regulatory regime.* Until 
quite recently the courts were almost uniformly hostile to these arguments and they did 
not often succeed. The courts long observed the “cardinal principal” that “repeals by 


II is not quite clear why tliis provision appears in Subtitle A of the bill, even though it purports to 
apply to the whole of Title VTI. (Sections 7.'i2-.'i4 are actually all quite general and apply to the whole Title, 
but appear only in subtitle A; § 757 seems similarly out of place.) 

* Among the very fust important antitrust cases to reach the Supreme Court was one in wliich several 
railroad defendants argued that their price-fixing agreement was exempt because they were separately 
regulated by the Interstate Commerce Commission. The Court rejected that argument, see United States v. 
Trans-Missouri Freight Ass’n, 166 U.S. 290 (1897), and it was an ironic one ligit of the fact tlrat alleged 
abuses by railroads were among the cliief motivations for the Sherman Act. 
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implication are not favored,”"^ and said that repeals of antitrust are “strongly disfavored . . 

. .”*** Even where Congress explicitly calls for them, limitations on antitrust are at least 
nominally disfavored by the courts,'* and a broad consensus, across the political 
spectrum, continues to hold that they are rarely justified.*’ 

And yet, the Supreme Court has always been willing to entertain the possibility that 
Congress intends some other statute to constitute an “implied repeal” of antitrust. As 
originally envisioned, implied repeal was to be reserved for cases of “plain repugnancy 
between the antitrust and regulatory provisions . . . .”*^ It was to be found “only if 
necessary to make [some other statute] work, and even then only to the minimum extent 
necessary.”*'* Historically the courts rejected almost all such pleas,*' except where some 


^ Silver v. NYSE, 373 U.S. 341, 357 (1963) (quoting United States v. Borden. 308 U.S. 188, 198 
(1939)). 

United Stales v. Pliila. Nall Batik, 374 U.S. 321, 350 (1963). 

“ See, e.g.. Union Lab. Life Ins. Co. v. Pireno, 458 U.S. 1 19, 126 (1982) (narrowly construing the 
McCarran-Ferguson Act); FMC v. Seatrain Lines, Inc., 411 U.S. 726, 733 (1973) (narrowly coiistraing the 
Sliipping Act of 1916); U.S. v. McKesson & Robbins, Inc., 351 U.S. 305, 316 (1956) (narrowly construing 
the Miller-Tvdings and McGuire Act exemptions tor resale price maintenance); Chi. ProPl Sports Ltd. 
P'ship Y. NBA, 961 F.2d 667, 671-72 (7tb Cir. 1992) (because “special interest legislation enshrines results 
rather than principles,” the “courts read exceptions to tlie antitrust laws narrowly, witli beady eyes and 
green eyeshades.”). 

'■ Limits on antitrust liave long been opposed by the enTorcemenl agencies, the Antitrust 
Modemi/atiou Commission and its manv predecessors, and ibe ABA Section of Antitrust T,aw. See 
generally AM. B.vR Ass'N, SECTION OF ANTITRUST L., FEDERAL Statutory Exemptions From 
Antitrust Lawi (2007); Antitrust Moderniz.ation Commission, Report and Recommend.ations 
333-37 (2007); Stephen Calkins, Antitrust Modernization: Looking Backward, 31 J. CoRP. L. 421 (2006) 
(discussing liistoiy of opposilion to antitrusi limitations by tlic AMC's predecessor coimnissions); Albert 
A. Foer, Putting the Antitrust Modernization Comtnission Into Historical Perspective, 51 Bi.tff. L. Rev. 
1029 (2003) (same); http://www.abanct.org/antitmst/at-commcnts/conmicnts.shtml (collecting tlic ABA 
Anlitrust Section’s many congressional and oilier policy slatements over Hie years opposing various 
antitrust limilalions). 

United States v. Pliila. Natl Battle, 374 U.S. 321, 350-51 (1963). 

* ' Silver. 37.3 U.S. at 357. 

See Otter Tail Power Co. v. United States, 410 U.S. 366 (1973) (holding exclusionary- conduct by an 
iiicunibeiit electric power company subject to antitrust notwitlistandiiig the power of the Federal Power 
Commission To order interconnection services by incumbents, to allow access by competing power 
companies); Seatrain Lines. 411 U.S. at 726 (narrowly reading antitrust exemption under Shipping Act of 
1916); PhiJa. Nat'/ Bank, 374 U.S. at 321 (holding bank merger subject to Clayton Act § 7 notwitlistanding 
merger review authority of the Office of the Comptroller of the Currency, under the rcecntly adopted Bank 
Merger Act of I960); California v. Fed. Power Comin'n. 369 U.S. 482 (1962) (rejecting immunity for 
merger of natural gas concerns from Clayton Act § 7 challenge, even though Federal Power Commission 
had concurrent review' authority); United States v. Radio Corp. of Am., 358 U.S. 354 (1959) (holding an 
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agency was given explicit power to oversee conduct plainly in violation of antitrust, and 
there was apparently some requirement that the agency actually used its oversight 

17 

power. 

However, in recent times the Court has shown an apparently much greater willingness 
to find implied repeal, and seems less concerned about finding explicit and irreconcilable 
conflict between antitrust and some other statute. In its decision two years ago in Credit 
Suisse Securities, LLC i’. BiJhrig,^^ the Court seems to have eased its longstanding test 
quite a bit. At least with respect to questions involving securities regulation, the Court 
explicitly changed its inquiry from a search for “plain repugnancy’' to a search for “clear 
incompatibility,”^^ and held that clear incompatibility exists where: 

(1) the antitmst challenge is to “an area of conduct squarely within the 
heartland of securities regulations”; 

(2) there is “clear and adequate SEC authority to regulate”; 

(3) there has been “active and ongoing agency regulation”; and 

(4) there is some “serious conflict between the antitrust and regulatory 

••20 

regimes. 


agreement to exchange television stations subject to antitrust cliallenge even though it was approved by the 
Federal Coniniuiiications Commission); Borden, 308 U.S. at 188 (holding conspiracy among milk 
producers’ cooperative and various milk distribution businesses subject to antitrust notwithstanding 
oversiglil powers of Sccrclary of Agriculture under the Agricultural Adjustment Act. the Capper-Volslead 
Act, and § 6 of the Clayton Act); Trans-Missouri, 166 U.S. at 290 (finding price-fixing agreement among 
railroads subject to antitrust notwithstanding that they w'crc also subject to regulation by the Interstate 
Coimnerce Conmiission). 

See Gordon v. NYSE. 422 U.S. 659 (1975) (finding immunity for securities exchange rules fixing 
brokerage commission rates, but only where Securities Exchange Act of 1934 explicitly empowered SEC to 
regulate such rates and SEC actively did so); United States v. Naf 1 Ass’n of Secs. Dealers. 422 U.S. 694 
(1975) (finding immunity for vertical restraints on distribution of mutual fimd sliares in secondary markets, 
but only where Investment Company Act of 1940 explicitly empowered SEC to oversee such restraints). 

^ Borden, 308 U.S. at 198 (holding that mere regulatory autliority vested in a federal official, even if 
“plenary.” does not hi itself grant antitrust inmimiity); cf. Gordon. 422 U.S. at 692-93 (Stewart, J., 
coixurring) (noting that, in the concurring Justices’ view, the Court did not and never had held tliat 
immunity could be found merely on the basis of an uncxcrciscd power in some federal official). 

^®55l U.S. 264 (2007). 

^^551 U.S. at 275. 

"‘^551 U.S. at 285. 
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What seems especially problematic is not so much the specific result in the case,"^ as 
the potential consequences of the new fonnulation. Given the breadth of the SEC's 
jurisdiction, elements 1-3 should be fairly easy for most defendants to meet."" Moreover, 
the Court implied that “conflict,” under element 4, requires only that the pendency of an 
antitrust suit — taking into consideration the costs and risks of false positives that the 
Court claimed would exist — would “prove practically incompatible with the SEC’s 
administration of the Nation’s securities laws . . . Over Justice Steven’s objection, 
the Court held that the difficulties imposed on market participants in complying with both 
antitrust and securities regulation would constitute the requisite “conflict.” 

A related case is the Court’s 2004 decision in Verizon Comma 'ns, Inc. i’. Law Offices 
of Curtis V. Trinko"~ Plaintiff challenged the allegedly exclusionary conduct of a “Baby 
Bell” telephone company, which was said to have frustrated access into local telephone 
markets of would-be competitors, as had been required by the Telecommunications Act 


The cliallenged conducl involved agreeinenis amongst syndicates of underwriters relating to how 
they would market securities in initial public offerings (■‘IPOs”). As tlie Court pointed out, much of the 
challenged conduct was subject to explicit statutory ov ersight powers, and was also the focus of existing 
and proposed regulations. Thus, for better or w^orsc, the actual result in Credit Suisse could follow from a 
straightforward application of the Gordon and NASD decisions, discussed in notes above. 

"" Importantly, the Court seemed to hold tltat conduct is in the “heartland,” and therefore satisfies 
element number 1, merely where it is important to securities markets. The Court held tliat syndicated 
underwriting — including collusively anticoinpetitive restraints — was important in litis sense because ceitain 
efficiencies arise when an issuance is underwritten jointly. See 551 U.S. at 276. But the efficiencies the 
Court ideitified were no different than in any other, garden-v ariety' joiit^ enture arrangement 

551 U.S. at 277. The Court’s discussion of the costs of antitmst and their relevance to “clear 
incompatibihty” appears at id. at 282-85. 

The Court also added the Itigltiy novel observ ation tliat the availability of private relief under the 
securities laws should be relevant to w'hether antitmst applies to the challenged conduct. 551 U.S. at 277. 
That seems rather a large change, since it w ill frequently be the case tliat tliat anticompetitive conduct could 
be the gravamen for more than one cause of action. 

551 U.S. at 288 (Stevens. J.. concurring) (“Surely I would not suggest . . . tliat either the burdens of 
antitrust litigation or the risk ‘that antilmsl courts are likely to make unusually serious mistakes’ . . . should 
play^ any^ role in the analysis”). 

' “ 540 U.S. 398 (2004). 


10 



20 


of 1996 (“1996 Act”).^’’ Notwithstanding a very broad antitrust savings clause — 
providing that “nothing in this Act or the amendments made by this Act shall be 
construed to modify, impair, or supersede the applicability of any of the antitrust 
laws”^^ — the Court wrote that “careful account must be taken of . . . pervasive federal and 
state regulation” in any given case, and that a “factor of particular importance is the 
existence of a regulatory structure designed to deter and remedy anticompetitive hann.”^* 
Because under 47 U.S.C. § 271 — a provision added by the 1996 Act, and therefore 
subject to its savings clause — the FCC could condition a Baby Bell’s entry into long- 
distance service on its compliance with the competitiveness rules of the 1996 Act, the 
Court found it unwise to permit antitrust liability on the grounds alleged. In other words, 
even a very broad, very explicit antitrust savings clause will not stop the Court from 
taldng “the existence of a regulatory structure” as a reason for constraining antitmst 
liability, at least where that structure has some theoretical potential to “remedy 
anticompetitive harm.” 

Accordingly there is a significant chance, under Credit Suisse and its predecessors 
and under Trinko, that the OTC Bill would immunize anticompetitive conduct. Under the 
bill, participants in OTC derivatives markets will be pervasively regulated and will 
inevitably face some difficulties in knowing whether specific conduct is legal under both 
antitrust and OTC derivatives market regulation (seemingly the new test for “conflicf’ 


Pub. L. No. 104-104, 110 Slat. 56 (Feb. 8, 1996). now codified at scattered sections of U.S.C. The 
“Baby Bells” were parts of the foniier AT&T orgaiiizalion w liicli liad been broken up in a prior antitriisl 
suit, and they were largely prohibited after that break-up from providing long distance telephone sen ice. 
The Baby Bells by and large owned the only iiifrastmcture capable of providing coimnunicatious access to 
homes and businesses, and tlrat infrastructure would have been proltibitivcly expensive to duplicate. They 
therefore held effective monopoly over local senice. The 1996 Act required them to provide access to 
Iheir infraslruclure so llial would-be coinpelilors for local senice could enter their markets. 

1 10 Stat. 143, 47 U.S.C. i; 152 note. 

“ 540 U.S. at 411-12. 
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under Credit Suisse.) In fact, the OTC Bill’s “antitrust considerations” provisions, 
however pro-competitive they may superficially appear, seem well tailored to ensure that 
outcome. In both the implied immunity cases and particularly in Trinko the Court has 
found it relevant whether some administrative apparatus exists to enforce competition 
values, and therefore to replace antitrust. Moreover, the antitrust savings clause currently 
contained in § 733 of the bill is not well drafted to overcome the reasoning in Trinko. In 
fact, it is nearly identical. 

Antitrust immunity under the OTC Bill is potentially quite a bad consequence, 
because concentration and collusion are serious problems in financial markets. The vast 
bulk of derivatives business has been concentrated in a small number of large financial 
companies, a fact that poses both systemic risks and more traditional anticompetitive 
concerns.*® More traditional securities exchanges and their appurtenant businesses have 
been characterized by anticompetitive conduct throughout their history,^® as have banks 
and other financial institutions.^* 

On the other hand, one might wonder whether preemption of antitrust might actually 
be tolerable In this case, since there would be another federal enforcement regime — either 


See generally Fn/\Nit P.viii'KOY, iMrcTions GiuirD: How Dncrir /irn Risk CoKiiLFiro riir 
Fin.vkcivlM.yrkets (2002). 

See generally JOEL SELIOM.VN, THE TR.VNSEOEM.VTION OF W.VLL Street: A HISTORY OF THE 
SrCURl'llES /VXD EXCIL'iNGE COM.VIISSIO.N .VND MODERN CORRlRA'l'E FlN.VNCE (2d cd. 1995); H/\NS R. 
Stoi.i,, Rr.oiT,.ATioN OF Sr.ciiRiTirs Markets: An Ex.vmination or the Eeeects oe Increased 
CO.WETITIOK (1979); Arthur E. Wilmarth, In, The Transfonnation of the U.S. Financial Services Industry. 
1975-2000: Competition, Consolidation, and Increased Risks, 2002 U. IT.E. L. REV. 215. 

Prior to 1944, when it was made clear that banks could be subject to U.S. antitmst law, tliey engaged 
in open and e.xlensive price-fixing as to deposit rates, and even Iherealler lliev apparently did not work very 
hard to conceal price-fixing until well into the 1960s. See Bernard Shull, The Origins of .Antitrust in 
Banking: .An Historical Perspective, 41 ANTITRUST BULL. 255, 263 (1996). (During the 19tli century tlie 
Supreme Court had held that the business of insuranee w'as not vvitliin “interstate conmicrce” for 
constitutional purposes, Paul v. Virginia, 75 U.S. 168 (1868), and it widely was presumed that other 
finaneial businesses were not. eilher. The Court reversed this rule as lo insurance in United Slates v. S.E. 
Underwriters Ass’n, 322 U.S. 533 (1944), and, again, it was presumed that the reversal would be effective 
as to otlier financial businesses as well. See Shull, supra, at 260-63.) 
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the CFTC or the SEC — empowered to enforce “antitrust considerations,” History 
suggests that that instinct would be a very poor one. Industry-specific regulators have 
generally tended to be weak and ambivalent enforcers of competition, much to the 
frustration of Congress and outside observers. As one pertinent example, for the first 
forty years of its existence the SEC facilitated an uninterrupted, naked price-fixing 
conspiracy as to brokerage commission rates, which by universal acknowledgement 
increased those rates astronomically and distorted the organization of the securities 
markets. The Commission did not relent and finally allow competition until 1975, by 
which time commission rates had become the focus of litigation in the U S. Supreme 
Court, direct congressional intervention, and extensive public and congressional 
criticism. 

Accordingly, competition values would be well served by two changes to the OTC 
Bill. First, the “antitrust considerations” provisions should be removed completely. 
They seem likely to serve very little purpose except immunizing anticompetitive conduct. 


Gordon, 422 U.S. at 659. 

"" The fixing of NYSE member eoimnission rates aetiially began with the agreement that ereated the 
excliaiige in llic Ersl place — the so-eallcd BuUoiiwood Tree AgreemeiU of 1792, wliieh was lilUe more Ilian 
a naked priee-fixing conspiraey. As originally enacted, the Securities Exchange Act of 1 934 authorized the 
SEC to regulate “tlic fixing of reasonable rates of eoimnission, interest, hsting and otlicr charges.’' Ch. 404, 
Title I, § 19(b), 48 Slat. 898 (June 6, 1934). For tlie ne.x.t forty years the Coimnission oversaw a system of 
fixed eommission rales, in wliieh it was periodically asked to approve increases. It ordinarily did so 
witliout inquiiy'. Admittedly, in 1961 it began a process of study tliat would lead to the end of fixed 
commissions. However, the process took nearly fifteenyears — the Commission largely ended commission 
rate fixing in 1975, w'hen it adopted Exchange Act Rule 19b-3 — and it proceeded only under prodding and 
criticism from an impatient Congress, see SiiNA'i'L; CoMMii'i'EE on B/Vniking, Holsing /\nid UiU3.\N 
Affairs. Sfcuritifs Industry Study 4 (1972) (containing report of the Subcommittee on Securities 
critical of SEC for delay in addressing rate-fixing and lack of clarity in the Coimnission’ s various 
statements); H.R. REP. No. 92-1519, pp. xiv. 141, 144-145, 146 (1972) (report of tlic House Conuncrcc 
Committee stating similar criticisms). Indeed Congress itself w'as finally forced to take action in 1975 to 
fully complete the process of deregulation of commission rates. See Pub. L. No. 94-29. § 16. 89 Slat. 146 
(1975) (replacing the Commission’s original rate regulation authority^ with an entirely new provision 
largely prohibiting commission rate fixing). 
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Second, the savings clause in § should be modified along lines like the following: 

Nothing in the amendments made by this title shall be construed to 
modify, Impair, or supersede the operation of any of the antitrust laws. No 
court shall be nennitted to determine that because of the particular 
structure of circumstances of any industry that the antitrust laws are 
modified, impaired or superseded with respect to any entity or 
organization identified in this title by reason of any provision of this title. 

For purposes of this subtitle, the term “antitrust laws” has the same 
meaning given such term in subsection (a) of the first section of the 
Clayton Act, except that such tenn includes section 5 of the federal Trade 
Commission Act to the extent that such section 5 applies to unfair methods 
of competition.^' 


11. Antitrust in the Resolution Bill 

The Resolution Bill contemplates a system under which, in emergency 
circumstances, the federal Deposit Insurance Corporation (“FDIC”) would be 
empowered to take over a failing financial holding company that is determined to have 
systemic significance to the economy. The bill in certain ways would impose severe 
constraints on the ability of antitrust law the only one of our thousands of federal 
statutes with any hope of controlling the size and power of private entities — and would 
do so In just that context in which competitive and systemic risks seem most important. 
These limitations on antitrust seem very serious and unfortunate. Competitiveness in the 
financial sector is important, and in that special context it plays two distinct roles. First, 
these markets’ lack of “competitiveness,” in the sense that they lack numerous 
competitors, has been a key contributor to the increase in world-wide systemic financial 
risk. The fewer financial institutions there are, given their growing interconnectedness. 


For what it may be worth, I believe it would be advisable to move this provision to a new § 702, or 
to some other place that malees clear tliat it applies to tlie entire Title, rather titan just to Subtitle A. 

As I mentioned, see supra note 2, 1 bclicA'C the implied repeal doetrine and Trinko pose some risks as 
to the CFPA Bill as well. That bill would ercatc a new regulatory authority with pow er to regulate conduct 
dial could also implicale aniilrusl. While Ihe risks here seem smaller Ilian under Ihe OTC Bill. I believe il 
would be wise to include an antitrust savings clause identical to the one 1 suggested in the text in the CFPA 
Bill as well. 


14 



24 


the more likely that failure of one of them will pull down many others.^*' Second, 
competition is the only discipline for price and output of the many products and services 
financial institutions provide so that our system of savings, investment and corporate 
finance works. 

A. Competition in the Financial Sector 

On any measure, U S. financial markets have transformed completely since the early 
1970s. There is little doubt that the transformation is irreversible.^^ Change began most 
prominently with deregulatory steps in the 1970s that were designed to remove regulatory 
barriers to competition in banking and securities, which caused them to lose access to 
traditional sources of legally protected, supra-competitive revenues. Insurance companies 
began to face similar pressures as well.^* Then, throughout the 1980s and 1990s, 
regulators gradually loosened restraints on the lines of business in which traditional 
financial institutions could engage. Geographical restraints on banking were loosened as 
well, and interstate branching was generally authorized by Congress in 1994.^^ The 
crowning event so far has been the adoption of the Gramm-Leach-Bliley Act (“GLB”)'*'’ 
in 1999, which finally permitted banking businesses to branch into unrestricted securities 


See generally Wilmarth, supra note 30, at 3 16-17. 

^ See, e.g., Sliull. supra note 31, al 257 (so arguing). 

The major step in banking was to lift rales that set very low maximum interest rates for deposits. 
Tiiis was accomplished by repeat of the Federal Reserve Board's Regulation Q in the t980s. In the 
securities industry (lie most important dereguialoiy step was in 1975. when congressionally mandated SEC 
aclion nnally prohibiled llie cenluries old practice of slock excliange members of fixing ilie brokerage 
commissions they cliarged their clients for executing securities trades. The Securities and Exclimige 
Commission prohibited fixed commissions on May i, 1975 by adopting its Rule l9b-3, 17 C.F.R. § 
240.19b-3. In msurauce tlie problem was that changing interest rates and the growing availability of 
competing consumer investmeni products caused consumers to lose hiterest in traditional life insurance. As 
to all these changes, see generally Wilmarth, supra note 30. 

’’ Interestate branching was authorized in the Riegle-Neal Interstate Banldng and Branching Efficiency- 
Act of 1994, Pub. L. No. 103-328, 108 Stat. 2338 (Sept. 29, 1994) (codified in scattered sections of 12 
U.S.C.). The Ricglc-Ncal Act permitted states to “opt ouf ’ of tlic Act in several respects, but most did not 
do so. For tile most pan, BHCs are free to hold banks in mulliple slates and individual banks are free to 
engage in interstate branching. 

^^^Pub. L. 106-102, 113 Stat. 1338 (Now 12, 1999), now codified at scattered provisions of U.S. Code. 
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and insurance businesses. Though we may tend to forget it now, arguments supporting 
all of these regulatory changes were framed relentlessly in the language of compelilion, 
and indeed one early version of the GLB bill actually bore as its formal short name the 
Financial Services Compelilion Act.^** 

However, while the increased competition that resulted from these refomis should 
have been and for a time was fairly unequivocally pro-consumer, it also caused certain 
unforeseen consequences. The loss of legally protected sources of excess profits caused 
the traditional institutions to invade one another’s geographic and line-of-business 
territories in search of new revenues. But this new competitiveness also set off a mad 
scramble of consolidation, which has generally been seen as an effort to stave off 
competitive inroads.'** Thus we have seen waves of consolidation in banking and other 
financial markets since the early 1980s that, from the aggregate national perspective, has 
increased concentration substantially. Indeed, a large wave of mergers during the 1990s 
involved a whole series of bank and financial institution combinations each of which was 
the single largest merger of its kind to date.”*^ 

One salient trait of this merger wave has been that the larger mergers, and especially 
the very large mergers of financial conglomerates, have had disappointing economic 
results.** In part this reflects what appear simply to be significant scale and scope 


” Financial Services Competition Act of 1997, H.R. 10, 105th Cong.. 1st Sess. (Jait. 7, 1997) 
(emphasis added). 

As for the competition rhetoric tliat always surrounded tlie bill, see for example H.R. REP. No. 106434 
(1999) (conference report); S, Rep, No. 106-44 (1999) (cornmillee report acconianying bill llial would be 
enacted as Gramni-Leach-Bliley Act); H.R. Rep. No. 105-164 (1997) (committee report accompanying 
H.R. 10, 105th Cong., 1st Sess. (1997)). 

■*“ See sources cited at n. 38. infra. 

See Robert Kramer, Speech Before the Section of Antitnist Law, American Bar Association. “Mega 
Mergers" in the Banking Industry (April 14, 1999); Siephen A. Rhoades, (kmipeUtion and Bank Mergers: 
Directions for .Analysis I'Yom .Available Kvidence. 41 ANTITRUST BUTT,. 339 (1996). 

Wihnarth, supra note 30, at 272-79. 
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diseconomies in bank operation beyond a certain size.'*' Much of this failure among the 
larger conglomerate mergers also has resulted from the mistaken prediction of consumer 
enthusiasm for “one-stop shopping” in financial products. There is no serious doubt 
that — since the claimed efficiencies ptobably aren’t the real goal of these mergers — some 
part of the motivation has been the self-interest of managers, who among other things 
seek the implicit federal subsidy of TBTF status.'*^ 

As a result of this period of consolidation, the financial sector has come to have an 
essentially two-tiered structure. Banking for consumers and small to mid-size businesses 
remains a predominantly local affair, engaged in by smaller and regional banks, and to a 
lesser extent by branches of larger banks. But large scale banking — major commercial 
loans, loan syndications, mass-marketed commodity products like credit cards and 
mortgages — is mainly now the domain of very large banks. Moreover, there remains a 
two-tiered aspect to bank concentration. While aggregate concentration in banking — the 
number of entities representing banking business nationally — has increased dramatically 
during the period of transformation, concentration in local banking markets has remained 
relatively constant throughout that period. That, though, is not necessarily cause for 
much optimism, as it also seems widely acknowledged that local banking has always 
been subject to some concentration and is prone to some market power.''^ Concentration 


at 279-81. 

See id at 432. 

' See Rhoades, supra note 43, at 340-41; Wilniartli, supra note 30. 

See Shull, supra ix)tc 31, at 257. 

See Shull, supra note 31, As to market power in loeal banking markets, see Wilmaith, supra note 
30. al 293-300. Inlereslingly, the one isolated eoiUe.xl in whieh shorl-lerm sloek priee improves for both an 
aequiring and a target bank in large bank mergers, and that is where the two banks previously eompeted in 
the same geograpliic markets. Id. at 293 
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is also prevalent in other sectors, as among investment banks and securities dealers,"” and 
the iimnense global duopoly that now dominates the credit rating business.^* 

On top of this evidence concerning concentration, there also remains persistent 
evidence of serious, collusive anticompetitive conduct among financial institutions. Prior 
to 1944, when it was made clear that banks could be subject to U.S. antitrust law,^^ banks 
engaged in open and extensive price-fixing as to deposit rates, and even thereafter they 
apparently did not work hard to conceal price-fixing until well into the 1960s. Other 
financial markets have been rife with collusion as well. Indeed, the New York Stock 
Exchange (“NYSE”) is generally said to find its origin in a naked horizontal price-fixing 
conspiracy, and throughout its history it was governed by a series of explicit (and for the 
most part legally protected) price and output restraints, which were enforced by 
horizontal boycotts. In more recent times anticompetitive conspiracies have been more 
secretive, of course, but major conspiracies plainly persist in the financial sector, like the 
spectacular rings of fraud and collusion among Wall Street firms broken up by the New 
York Attorney General during the past 15 years."'* 

Still, having said all that, assessing the price competitiveness of financial product 
markets is complex. Traditional banking products — taking deposits and making loans — 


See generally FRANK P.ARTNOY, iNFF.CTions GREED: How DECEIT AND Risk Corrupted the 
FIN.VKCI.AL M.ARKETS (2002). 

See Thomas J. Fitzpatrick, TV & Cliris Sagers, Faith-Based Financial Regulation: A Primer on 
Oversight ofOredii Rating Organizaiiom: 61 Admin. L. Rev. 557 (2009). 

“ During tlie 19th ceiituiy the Supreme Court liad held tliat tlie business of insurance was not witliin 
“interstate commerce” for purposes of the Commerce Clause jurisdiction of Congress, Paul v. Virginia, 75 
U.S. 168 (1868), and it widely was presiuiied tliat other financial businesses were not, eitlier. The Court 
reversed lliis mle as lo insurance in United Slates v. S.E. Underwrilers Ass'n, 322 U.S. 533 (1944), and. 
again, it was presumed that the reversal would be effective as to other financial businesses as well. See 
Shull, supra note 31. at 260-63. 

See Shull, supra note 31, at 263. 

See generally Joel Selio.vlan. The Tk.anseokmation of W.all Street: A History of the 
SEC iiRmus AND Exchange Commission and Modern Corrtratt, Finance (2d ed. 1995); Hans R. 
Stole. Regit.ation of Seclirihes Markets: An Ex.aminadon oe the Eeeects oe Increased 
Competition (1979); Wilmartli, supra note 30. 
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is fairly prone to market power wherever concentration increases. Entry is thought to be 
difficult not only because it requires regulatory approval, but because traditional banking 
involves a “relational” aspect under which consumers smaller business clients value long- 
term relationships and personal attention."’^ However, some financial products have come 
to be effectively commodity-like, in that they can be mass-marketed directly to 
consumers. Examples include mortgages, consumer loans, and credit cards. It is thought 
that because the products can be sold at low cost and entry is easy, price competition as to 
these products tends to be fierce. Thus, the core business of smaller banks is thought by 
many — including DOJ and the bank regulators — to be much less competitive than the 
core businesses of very large banks and financial conglomerates. But, as will be 
explained below, this narrow focus on specific products — which happens to guide current 
bank merger law — may be importantly incomplete. 

B. Specifics of the Legislation 

1. In General. The Resolution Bill contemplates that the Secretary of the Treasury 
will, when certain specified exigencies arise, determine that the default of a financial 
company (“FC”) would pose systemic consequences.'*’ Upon that finding the Secretary 


See Wiliiiarlli, supra note 30. 

As a practical matter FCs are defined to include (1) bank holding companies ("BHCs"’); and (2) 
financial holding companies vvitliin the meaning of the Graimn-Lcach-Blilcy Act ('THCs"). See 
Resolution Bill at § 1602(9). BHCs, wliicli are primarily governed by llie Bank Holding Company Act, 12 
U.S.C. §§ 1841-50, include any corporation, partnership, or other entity tlwi holds control of one or more 
banks. BHCs are ordinarily permitted to engage only in banlcing or activities that are closely related to 
banking, like some limited securities and insurance work. Only a company that complies with the terms of 
the Bank Holding Company Act may own control of a bank, and it must first seek approval of the federal 
Reserve Board before it may do so. See 12 U.S.C. §§ 1841(a). 1842. 1843. See generally Carl 
Ff.i.srkfei.d. B.lnking Rfgul.atton tn thf. United St.atfs (2004), 

FHCs, by contrast, were a creation of the Granmi-Leach-Bhley Act of 1999, Pub. L. 106-102, 113 Stat. 
1338 (Nov. 12, 1999), now codified at scattered provisions of U.S. Code (GLB). Prior to GLB, no bank or 
BHC was permitted to own any non-banking asset except those engaged in a handfiii of activities specified 
by the Federal Reserv e Board (FRB) as '‘closely related to banking,’' like trust sen ices, data processing, or 
the operation of an ATM network. See 12 U.S.C. § 1843(c)(8); 12 C.F.R, § 225.28(b). But following 
GLB, an FHC can own both banking entities and non-bank affiliates, wiiich can engage in a w'hole series of 
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may invoke either of two federal corrective measures, one of which is to place the FC 
under the control of the FDIC as its receiver.’^ The conservator/receiver would then hold 
a number of powers to resolve the PC's crisis, among them being to merge the FC with 
another company or transfer any of its assets. There lie the Act's antitrust 
consequences. Mergers of banks, BHCs and other financial institutions, and transfers of 
their assets, are subject to Clayton Act § 7, which prohibits mergers and acquisitions 
whose effect “may be substantially to lessen competition, or to tend to create a 
monopoly,” 15 U.S.C. § 18. They are also subject to a complex series of special 
statutory rules that will require either review under the HSR process or a pre-transaction 
review process that roughly mirrors it, under banking regulatory law. (Non-bank 
transactions are usually subject to HSR. Bank and BHC transactions are ordinarily 


financial acti\ities, like insurance, securities underwriting, and mercliant banking. To qualify- as an FHC, a 
firm iTiiisl firsl be approved by llie FRB as a BHC, and tlieii file a declaralion of intent to act as an FHC 
with the FRB. FHCs must maintain certain minimum capitalization and managerial standards to retain 
their FHC status, but tliere is no requirement tliey first receive FRB approval. See 12 U.S.C. 1843(/)(1). 
That last fact is relevant to tlic antitmst treatment of mergers and acquisitions im oh ing FHCs. See infra 
note 77. 

With one limited exception, no other business in the United States may own both banking and non- 
banking businesses. The exception is tliat national banles may own operating subsidiaries tliat engage in a 
more limited schedule of the same non-banking financial activities open to FHCs. See Carl Felsenfeld, 
Banking Regulation IN THE United States 106.9- 106. Li (2004). 

■ See Resolution Bill at § 1604. The bill provides lliat the FDIC may be appointed either as receiver 
or '‘qualified receiver,'' with more power to preser\-e the ailing FC outside of liquidation, but the latter 
appointment can be made only if the Secretary of the Treasury^ overcomes a “strong picsunptioiC against 
it. The other corrective measure provided for under the Resolution Bill is tliat. whether or not a 
conservalor/receiver is appointed, FDIC may make loans or provide other assistance to the BHC. Id. at § 
1604(a). 

First, the conserwitor/receiver may cause the seized company to be merged into another or may 
transfer any of its assets. See id. at ^ 1609(a)(l)(G)(i). Second, tlie conserv^ator/receiver may create a 
“bridge financial company," wliicli would be a lemporary. federally cliarlered corporalion fully controlled 
by the FDTC, to which to transfer the assets of a seized entity . Follow ing creation of the bridge FC, either 
the entire company or its assets wonld be transferred to their ultimate owner. See id. at § 1609(h). 

There was actually uncertainty- on tliis point during the first lialf of tlic twentieth ccntiuy, but it w-as 
resolved by the seminal decision in United States v. Phila. Nat'l Bank, 374 U S. 321 (1963). Philadelphia 
National Rank, which remains a riiiidamenlal decision in merger law generally, established that bank 
mergers are subject to Clayton Act § 7, even if they have been previously approved by a federal banking 
regulator. See generally Shull, supra note 3 1. at 260-75. 
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exempt from it, though in some cases they are not.’’” Where they are exempt, they are 
subject to a separate system of merger review that applies only to banks and BHCs.'’*) 

The Resolution Bill deals with these antitrust issues in two explicit, identical 
provisions. Presumably, they were included simply to make clear that antitrust continues 
to apply to the FDlC’s remedial actions, even though they are ordered by a federal entity. 
For the most part these provisions preserve the existing system of bank merger review, 
and indeed they are written in such a way as mainly just to reference that system 
obliquely. Existing bank merger law requires that bank and BHC mergers and significant 
acquisitions cannot proceed until the parties seek permission to the appropriate federal 
banking regulator.*’" The responsible bank regulator must request and consider the views 


See generally Section of Antitrust L.vw, Am. Bar Ass'k, Bank Mergers .and Acqttsitioks 
H.ANDBOOKI-12 (2006)[hcrcinaftcr“B.ANK Merger H.ANDBOOK’T Ya'Cithc S. Quinn, Practical Aspects of 
Defending Dank Mergers Before the Fecferal Resen-'e Board, and the Deparlmenl. of Justice, 62 An 11 TRLiST 
L. J. 91 (1994). 

That law differs from tlie more familiar HSR rev iew in four main respects. First, baiilc mergers are 
one of only four situations in U S. law in which the aiititmst agencies share tlieir merger review duties with 
an industry specific regulator. (The other three are railroad mergers, certain electricity mergers, and 
telecommunications.) See AMC Report, supra note 12. Second, bank merger law is virtually unique in 
tliat an otherwise anticompetitive merger can be approved if it is found to be in tlie ■’public interest.'’ Next, 
if DOJ decides to formally challenge a bank merger, it must file a lamisit witliin 30 days of receipt of the 
parlies’ applieation. Its lawsuit durii^ lliat period forces an absolute and automatic slay on the proposed 
transaction for the pendency of litigalioa but if DOJ fails to sue within .30 days, then neither DOJ nor any 
other parb^ can ever challenge the merger itself on antitrust gromids. Finally, banlc merger law allow's the 
responsible bank regulator to deteimine tliat one of die banks iniglit imminendy fail, in wliich case die 
regulator can speed the process tip, or, in some cases, do away with antitrust review entirely. See generally 
ABAB.vnkMergerH/WDBOOK, nole 60. at 5-33. 

The identification of the appropriate regulator is itself a complex little stahitow problem. Tt will 
most often be die Federal Reserve Board, as it is given authority over acquisitions by BHCs of any bank, 12 
U.S.C. § 1842, as well as most acquisitions by slate bank members of the federal reserve system, id. at § 
1828(c)(2)(B). Bui if the acquiror is a national bank or a Disirici of Columbia ban ihe regulator is the 
Office of the Comptroller of the Currency^ if the acquiror is eidier a state banlc diat is federally insured by 
not a member of the federal reserve system, or is any^ federal insured bank that seeks to acquire a non- 
insured endty, die regulator is die Federal Deposit Insurance Corporation; and if the acquiror is a tlirift the 
regulator is the Office ofTlirifl Supervision. Id. al § 1828(c)(2). 

Technically, the particular rules that apply to any^ given bank merger or acquisition depend on exactly 
what is being transferred and to wlioiii. Because FDIC remedial actions under the Resolution Bill might 
both cause the merger of an entire FC or merely tlic transfer of some of its assets, a given case under the 
Act might involve a merger of two FCs or the transfer of bank or banking related assets to another BHC or 
to a financial holding company. In each case the appointed regulator could be differeiU. and the precise 
mles that apply could vaty. But overall the same substantive standard would apply , and the overall process 
would be roughly the same. 


21 



31 


of both the Justice Department (“DOJ”) and the other bank regulatory agencies as to 
competitive issues. They prepare their opinions under a process that largely tracks the 
analysis that the antitrust enforcement agencies perform in HSR review, though with one 
significant substantive difference: regulators can approve an otherwise illegally 
anticompetitive bank merger if they find its competitive costs to be “clearly outweighed 
in the public interest by the probable effect of the transaction in meeting the convenience 
and needs of the community to be served.”*’^ In any case, this system of bank merger 
rules contains a series of safety-valve provisions, which allow the responsible bank 
regulator to speed up the approval process substantially, and even to exclude antitrust 
review entirely, where it finds there to be a risk of imminent failure of one of the banks. 

The Reoslution Bill’s approach to competition review is to provide that this whole 
process of merger review will occur as it ordinarily would, except that the Act 
automatically triggers all the emergency time period provisions, and it also makes one 
potentially significant modification. The Act’s two, identical antitrust provisions provide 
that: 


(1) If a receiver transaction “requires approval by a Federal agency,’’ then 
it cannot be consummated before the 5th calendar day after the 
approval is made. 

(2) Where such an approval requires a “report on competitive factors,” 
then DOJ must be notified “promptly,” and DOJ must then provide the 
report within 10 days of the request. 

(3) If a transaction requires an HSR filing, then the antitrust review agency 
must make its determination within 30 days after receipt of the filing, 
and it may not seek any extension of time or make any “second 
request” for additional information. 

(4) ff the Treasury Secretary and Federal Reserve Chairman determine that 
a conservator/receiver transaction must proceed “immediately,” in 


® 12 U.S.C. § 1828(c)(5)(B). 
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order “to prevent the [BHC’s] probable failure,” then no regulatory 
approvals or antitrust review are required at all and it may 
consummate with no delay. 

See Act § 1209(a)(l)(G)(ii); § 1209(h)(10). The one significant modification of existing 
law — a potentially massive and dangerous modification — is in items 3 and 4. I will 
address that below. 

An important aspect of existing bank merger law — which has consequences both for 
the process of review and for the substantive standards applied — is that there has been a 
substantial amount of interagency coordination to make bank merger review work. Much 
of this was necessary because bank merger law read literally, would allow approval of 
mergers under time frames that could be extremely burdensome for DOT. There is also 
plenty of room in the law for what could have been disruptive substantive conflicts 
among the agencies, and indeed disagreements arose between DOJ and the banking 
regulators in the early 1960s, almost as soon as the present bank merger review 
framework was put in place.'’"* The consequence has been certain fonnal agreements 
among DOJ and the banking regulators,*^ as well as informal nonns, like the common 
practice of merging parties of providing DOJ with their application materials well before 
the banking regulator is legally required to do so.*** 

Why exactly the special system of bank merger review persists is a bit of a mystery. 
It has long been clear that, for reasons of its own, “Congress . . . has determined to deal 
with banking in a manner different from other forms of ‘commerce . . . .’ Banking 

See Shull, supra note 3 1 , at 274. 

See U.S. DEPT OF JUSTICE, BANK Merger Competitive Review — Introduction .and 
Over\te\A'( 2000) [hereinafter “DOJ REVIEW POLICV”'] (a doeument initially agreed to among DOJ and die 
banking regulators in 199,3, whieh governs both the proecss and substantive standards applieable to the 
review). 

See Quinn, supra note 60, at 93-94. 

Adolph A. Berle, Jr., Banking Under the Antitrust Laws^ 49 COLUM. L. REVV 389, 590 (1949). 
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thus remains one of only four industries in which the antitrust enforcement agencies must 
share merger review with an industry-specific regulator,'^* and is virtually unique in that 
anticompetitive mergers can be approved on a finding of “public interest.” But the 
explanation exactly why that should be has changed over time and is not at the moment 
particularly persuasive. During the nineteenth century and the early part of the twentieth 
banking policy was dominated by explicit “destructive competition” arguments, of the 
sort that at one time supported broad antitrust exemptions and invasive economic 
regulation in sectors throughout the economy, including transportation, communications, 
utilities, insurance, and banking. (Those arguments are now largely dead, as applied to 
any industry other than one that can credibly claim natural monopoly effects, and for this 
reason much of the U.S. economy has been deregulated since the 1970s.) But by the time 
the bank merger review legislation was initially adopted, between 1956 and 1966, 
Congress’ s overriding concern was the alarming growth in (for the times) very large bank 
holding companies. At that time, there remained substantial doubt that bank mergers 
could be subject to Clayton Act § 7, even under the recent Celler-Kefauver amendment of 
1950,’’^ and banking law also imposed much more severe limits on the extent to which 
banks could compete with each other.’” In other words, the law was originally set up to 
impose more competitive discipline on bank mergers than was thought to be available. 
Now, however, it imposes less invasive (or at least more rushed and less information- 
intense) review than might be available were banks and BHCs simply subject to the same 


“ See AMC REPORT, supra note 12, at 363-64. The otliers are certain aspects of electricity, in wliich 
merger icwcw is shared with the Federal Energy Regulatory Commission, tclccorrmiimicahons, in wlrich 
merger review is shared with the Federal Corrrmunications Commission, and the special case of the 
railroads, in which mergers are sitbjecl solely lo review by Ihe Surface Transporlalion Board. See id. 

See infra note 35. 

See infra note 21-22. 
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rules as the rest of American industry. To the extent that this persistent difference in 
treatment has any theoretical foundation, it is different than the one that originally 
underlay bank merger law. It now appears to be justified by some sense that banks need 
special proleclion from competition policy, because their failures are damaging to 
communities and impose taxpayer costs through the deposit insurance system. In other 
words, to the extent that bank merger review law has any current justification, it has 
reverted to the old fear of destructive competition.^’ 

2. The Change to HSR Review. A separate issue is the one significant change the 
Resolution Bill would make to existing merger law. At a hearing held October 22 before 
the Subcommittee on Commercial and Administrative law, the question was raised and 
discussed at some length whether the bill would make any changes to antitrust at all. The 
answer is, unequivocally, yes. The Resolution Bill would modify existing antitrust law, 
and it would do so in a way that is potentially breathtaking. 

At the hearing, Administration witnesses’^ were asked whether there would be any 
modification. I believe they answered in perfectly good faith,’^ but their replies were in 
one major respect legally incorrect, and, overall, seriously misleading. In both their 
written and in-person testimony, both witnesses implied that the Resolution Bill would 
simply preserve “existing bank failure law” in most respects. In effect, they said that the 
special, idiosyncratic regime of bank merger review that currently exists would just be 


' See Sliull, supra note 31; Lawrence J. Wliite, Banking. Mergers, and Antitrust: Historical 
Perspectives, and the Research Tasfcs Ahead, 41 ANTITRUST BULL. 323 (1996), 

" Michael S. Barr, Assistant Sccrctan’ of the Trcasiity for Financial Institutions, and Michael 
Krimminger. Special Adv isor for Policy of the Federal Deposit Insurance Corporation. 

^ Neither Secretary' Barr nor Mr. Krimminger purported to be an antitmst specialist and in their 
defense, tlie law in this respect is extremely complex. 
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extended a bit to cover resolution of failing bank holding companies, which might happen 
to own some non-bank assets7"^ 

This is incorrect. On the one hand, it is true that the Resolution Bill in many cases 
merely incorporates existing bank merger law, which in many respects is idiosyncratic 
and under emergency conditions can be made to go rather fast7^ However, the bill would 
exempt transfers of non-hcmk financial entities from the ordinary HSR process that 
currently governs them, and subject them to a new, hybrid HSR process would be very 
fast and very limited. The bill would do this notwithstanding that the transfers at stake 
might involve some of the largest mergers of financial institutions in U.S. history. 

While this end result can be generalized simply enough, the legal details driving it 
turn out to be exceedingly complex. For the sake of clarity I explain every bit of the 
complexity in the footnotes. It is complex in part because the FCs to which the bill’s 
resolution authority would apply would include companies that are permitted to own both 


In reply lo questions, bolh witnesses said tliat tlie Resolution Bill would not modify the antitrust 
review regime that currently applies in ‘'bank failure’' situations, tliougb they apparently acknowledged that 
the bill would extend it to transactions to wliicli it does not currently apply. See Hearing Transcript at 
2:38:00 (testimony of Micliael S. Barr) (‘"In our judgment tlie proposal mirrors the proceedings that are 
used with respect to bank failure law. So in the event of the need for merger and acquisition there's a 
process for appropriate Department of Justice review. As under e-\isting bank fadure law there arc 
emergency exceptions .... Those would apply also in this case .... In our judgment . . . They are The same 
as currently provided under bank failure law. Wc’rc extending tlic exact tyqx of regime that exists today 
with respect to antitnist review to tliis narrow context and in our judgment tliat’s appropriate.”); Hearing 
Transcript at 2:39:12 (leslimony of Michael Krimminger) ("Willi regard to antitrust protections . . . there 
ty'pically is a requirement To go tlirougli Department of Justice review on bank failures, but tliere can be 
exceptions .... In a systemic context there can be cases in which there is an override of the 
anticompetitive consequences ”). 

The witnesses’ written statements did not specifically address antitrust, a fact perliaps reflecting the 
Administration’s lack of concern for competition issues in this overall reform effort. But in both statements 
they implied that the Resolution Bill would simply follow (witli some possible, unspecified modifications) 
existing law. See Statement of Michael S. Barr, at 4 (Oct. 22, 2009) (not specifically addressing antitrust, 
blit noting tliat the overall resolution process would simply follow ‘the approach long taken for bank 
failures.”); Staleinenl of Michael Krimminger. at 2 (Oct. 22, 2009) (noting only that "our antilrusl and 
bankmpTcy^ laws will continue To play a key role in ensuring robust competition in our free economy”). 

' ^ See supra note 6 1 . 
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bank and non-bank financial entities/^ It is also complex because knowing when HSR 
applies and when it does not — especially in the banking context — is extremely thomy7^ 


See supra note 56. 

The best simple suimnarv that can be given is tlial, again, most bank mergers and acquisitions are 
exempt from HSR, see 15 U.S.C. § 18a(c)(7), but most transfers of non-banking financial institutions are 
subject to HSR, regardless of whether the aeqtiiror or seller liappens to be a bank or BHC. 

But to be elear, a receiver attempting to resolve a failing FC could cause am of a complicated set of 
different transactions that might in one way or another trigger an HSR filing. Where a resolution involves 
transfer of an entire FC to one bnyer, the DOJ or FTC would review tlie non-banking parts of the 
transaction mtder the normal HSR process. See 16 C.F.R. § 802.6(b) (mlc of tlic FTC’s Premerger 
Notification Office providing that in all “mixed” transactions involving some assets exempt from HSR and 
some not, the non-exempt portions will be reviewed under tlie iiomial HSR process); Premerger Not. Off., 
FTC. Formal Interpretation 1 7. 65 Fed. Rf.g. 1 7.880 (Apr. 5, 2000) (clarifying that this rule would apply to 
mixed acquisitions by FHCs). In other cases, the failing FC will be broken up and sold to different buyers. 
The banking pieces of the FC would liavc to be sold to entities legally pennitted to own banks; most such 
transfers would be exempt from HSR and would be reviewed under the existing bank merger review- 
process (though not all of them, because occasionally acquisitions of banlc stock or assets are subject to 
HSR; see below). The non-banking picecs could be bought by all different sorts of buyers, and the merger 
review' rules that would apply will depend on who the buyer is. The possibilities arc: 

(1) Any transfer of a non-banking asset to any buyer that is not ilself a bank or a BHC would 
trigger HSR. For example, an FC that owns securities underwriting business might sell it to a 
competing firm that is not itself owned by an financial holding conpany that also ow ns banks. 
Under current law, such a transfer would be simply a garden variety HSR transaction. 

(2) The situation is more complex where the acquiror is either a bank or another FHC tliat owns 
banks. (Strictly speaking, the only bank that could purchase non-banking assets would be a 
national bade that makes the purchase througli a subsidiary. See supra note 56.) Sometimes 
HSR applies to such acquisitions and sometimes it does not, as follows: 

(a) Under currenl law, if the acquiring entity is an FHC, then its acquisition of non-bank 
entitles is fully subject to HSR. See 12U.S.C. § 184.'?(k)(6) (providing that an FHC may 
commence non-banking “financial” activities without prior FRB approval); 15 U.S.C. 
18a(c)(8) (providing the HSR applies to FHC acquisitions of non-banking financial 
entities tliat are e.xempled from FRB prior approval). 

(b) However, if an FHC, a BHC that is not permitted to act as an FHC, or a national bank 
acquires a non-banlciiig entify, and tliat acquired entity engages in activities “closely 
related to banking or managing or controlling banks” as defined in Federal Reserve 
Board regulations, then the acquiror may elect either to make an HSR fihng or apply for 
FRB approval. See 12 U.S.C. § i843(c)(8): 12 C.F.R. § 225.28(b). “Closely related” 
activities include such things as trust services, data processing, and ATM network 
operation. 

(3) Finally, there will be cases in wliich transfers oi hanking assets will be subject to HSR review. 
Bank acquisitions are exempt from HSR only where they are subject to pre-merger review by 
a banking regulator. See 15 U.S.C. ^ 18a(c)(7), (c)(8). But they are reviewed by banldng 
regulators only where the acquisition of control is itself large enough to trigger the bank 
merger review stahites. It is possible that an acquiror could acquire a share in the voting stock 
of a banking entity tliat is too small to trigger bank merger review but large enough to trigger 
HSR review. For example, a BHC may acquire up to 5% of the voting stock of a bank 
without FRB approval. See 12 U.S.C. § 1842. But if value of the stock is $50 million or 
more (as it would be if tlic target bank’s total voting sccurititcs arc worth more titan $1 bilion) 
and the BHC Itas total assets or annual net sales of more than £10 million (as seems likely), 
then the transaction is reportable under HSR. See Stephen M. Axtnn et at,.. Acquisitions 
Under the Hart-Scott-Rodino Antitrust Improvements Act § 6.06l3J[fJ (2006). 

See generally id. at ^ 6.06|3||g|; ABA B.ank MERGER FLandbook, supra note 60, at 8-9. 


27 



37 


But the bottom line remains that under this bill, transfers of very big financial companies 

would be subjected only to a hybrid HSR process so fast and so constrained as to 

constitute no meaningful antitrust review at all. 

The Act reaches this result in two identical provisions. They first provide the 

following as to any transfers made by a federal conservator/receiver under the Act: 

If a filing is required under the Hart-Scott-Rodino Antitrust Improvements 
Act of 1976 with the Department of Justice or the Federal Trade 
Commission, the waiting period shall expire not later than the 30th day 
following such filing notwithstanding any other provision of Federal law 
or any attempt by any Federal agency to extend such waiting period, and 
no further request for information by any Federal agency shall be 
permitted. 

Resolution Bill at § 1609(a)(l)(G)(ii)(l); § 1609(h)(10)(A). Both of the identical 

provisions then continue with the following, separate rule: 

If the Secretary, in consultation with the Chairman of the Federal Reserve 
Board, has found that the [FDIC] must act immediately to prevent the 
probable failure of the covered bank holding company involved, the 
approvals and filings [that would otherwise be required under the 
Resolution Bill] . . . shall not be required and the transaction may be 
consummated immediately by the [FDIC]. 

Id. at § 1609(a)(l)(G)(ii)(ir); § 1609(h)(10)(B). 

This is a big change. Under HSR, both parties to an acquisition must make an initial 

application on the agencies’ “Form HSR-1.” The application gives the agencies a chance 

to decide whether the transaction would violate § 7 of the Clayton Act. Tt therefore 

requires detailed discussion of the parties’ markets, their market shares, and their 

competitors. So long as the agencies deem the filing complete, it triggers a statutory 

waiting period under which the parties may not consummate their transaction earlier than 

30 calendar days after the filing is received. 
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As a practical matter, the agencies approve the vast majority of transactions before 
them during this initial 30-day waiting period. However, where they believe that a 
transaction may pose substantial competitive risks, they routinely take a few months and 
occasionally as much as a year or more to consider them. They also enjoy the benefit of 
interviews, depositions, interrogatories, and document production requests, all of which 
they may direct to the parties or to third persons. They enforce those disclosure requests 
through what are in effect very powerful civil discovery tools.^^ 

All of this remains true, incidentally, even of transactions involving finns that are in 
financial distress or even in bankruptcy. HSR still applies in these cases, without any 
meaningful differences. Bankruptcy law malces only a small timing modification in some 

79 

cases. 

But under the Resolution Bill, this would all be quite different. The agencies would 
have 30 (presumably calendar) days to make their judgment, period. They must make 
that judgment solely on the basis of the information initially given on Form HSR-1, and 


See generally Axinn hi supra note 77, at §§ 7.04 - 7.05, 

^ By 1994 aiiicndmcnls. the bankruptcy code provides llial where a baiikruplcy inislee causes a 
Transfer of assets That would Trigger an HSR filing. The Trustee must make The filing, but that The initial 
waiting period and other proeedurcs operate as if the transfer were a “cash tender offer.’" The HSR causes 
review of cash lender offers to proceed more quickly tliaii review of oilier traiisaclions, but otherwise works 
in ilie ordinary way. The cash lender offer rules are in no way like the super-fasu constrained review under 
the Administration’s resolution authority bhl. See 11 U.S.C. § 363(b)(2); see generally AxiNN ET .VL., 
supra note 77, at § 7.03[3][a][iii]. Tn fact a purpose of the 1994 amendments was to make clear that the 
agencies retain their power to make second requests even wdiere the seller is a tnistee in bankmptcy. See 
id al§7,04[31. 

The fact that the firm in receivership is “failing” is of antitrust significance only in that, w'ere an 
acquisition of that faihng entity' challenged under Clayton Act ^ 7, tlie merging parties might be able to 
raise the so-callcd “failing firm” defense. On HSR review, tlic agencies will consider whether a failing 
firm defense could be raised successfully if an agency were to cliallcngc a transaction under § 7. A 
persuasive failing fimi argumenl might cause the agencies to terminate an HSR review more quickly than 
they otherwise would, but the availability of the defense does not otherwise alter the HSR process. See 
U.S. Dep TOP Just. & FTC Horizontal Merger Guidelines ^ 5 (1997). 
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there is a serious possibility under the bill as written that that might amount to only 
whatever infomiation the FDIC decides is enough. 

C. Competitive Consequences 

However infrequently the government might use its new powers under the Act, any 
government remedy that causes yet further concentration in these already highly 
concentrated markets should be taken as a grave matter. Indeed, conservator/receiver 
transactions under the Act will nonnally involve transactions in which, at least at the 
national aggregate level, concentration issues are particularly acute. Virtually by 
definition they will involve the largest entities in already concentrated, interconnected 
markets, because by definition those entities will be systemically significant. 

Incidentally, while the Resolution Bill does not explicitly exempt or affect the 
antitrust treatment of collaborative conduct, it is relevant to that conduct. Elementary 
theory suggests that collusion is easier the fewer competitors there are in any given 
market.®^ If the bill facilitates more consolidation then it will aggravate the risk of 
collusion. 

1. Incorporation of Bank Merger Law. Because the Resolution Bill deals with 
competitive issues in part by simply incorporating existing bank merger law, assessment 


A possibly serious issue of interpretation under the Resolution Bill is whether tlie agencies could 
have anj' say at all in how much information must be included with the HSR-1 filing. Under current law, 
the agencies can deem an initial filing incomplete and demand a revised filing, in which case the stamtorj' 
lime period does iiol begin unlil the subsequenl filing is made. 16 C.F.R. § 803.10(c)(2). Bui lire bill 
provides that once the filing is made (which presumably would be made on Form HSR-1), the waiting 
period "shall expire not later than the 30th day following such filing." and that once the filing is made, "no 
furtlicr request for infonuation . . . shall be permitted.” Tliis might indieate that no matter wliat infomiation 
is included, the ageneies would have no reeourse to deem the filing ineomplete. 

See U.S. Drp’T or Justict, & F.T.C.. Hortzont.vi. Mr.RorR Gt.tdrt.inf.s § 2.1 (1997); Dennis W. 
C.ARi.TON & Jeffrey M. Pfrt,off, Modern Indiistriat, Oroamzation 132-45 (3d ed. 2000); George 
Stigler,,! Theory of Oligopoly. 72 J. POL. ECON. 44 (1964). 
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begins with the existing system. Criticism of that system has been extensive.*^ It has 
focused in large part on the substantive standard the regulators follow, first fomiulated 
during the sharp narrowing of antitrust enforcement of the 1980s and ultimately codified 
by agreement among DOJ and the bank regulatory agencies in 1995.*^ While nominally 
that standard is more or less the same ordinarily applied under Clayton Act § 7 and HSR, 
DOJ and the bank regulators have decided that the only serious competitive issues in 
bank mergers concern the credit needs of small and mid-sized businesses. In the 
regulators’ view both consumers and large business have sufficient alternatives for their 
needs that consolidation in those areas simply will not restrict competition. 

Accordingly — while in and of itself this fact is not a criticism — DOJ’s actual 
enforcement of antitrust against bank mergers is vanishingly slight. DOJ has not 
formally challenged a bank merger since 1993, and on average it requests divestiture 
concessions in only about one out of the 1000 or more bank mergers it reviews each 
year.®’* Somewhat more directly in critique of the agencies’ approach is the poor 
economic performance of most of the large bank mergers and especially the super-sized 
conglomerate mergers that they approve. That performance is important because a 
guiding premise of bank merger law has been the conviction that larger banks, other 
things equal, are more economically efficient and desirable than small ones. That is, the 


Peter C. Csrslensen, A Time lo Return to (iompelitUm (ioals in Banking Policy and Antilrust 
Enforcement: A Memorandum to the Antitrust Division. 41 ANTITRUST BULL. 489 (1996); Peter C. 
CarsTensen, Restricting the Power to Promote (Competition in Banking: A Foolish (Consistency Among the 
Circuits, 1983 DUKE L. J. 580; Felseiifeld, supra note 5; Margaret E. Guerin-Calvert, Current Merger 
Policy: Banking and ATM Netsvork Mergers, 41 AntH'RList Blill. 289 (1996); See generally AMC 
Report, supra note 12, . at 363-64 (criticizing all statutory- limits on merger review in regulated industries, 
calling for full application of Clayton Act ^ 7 and the HSR to all such mergers, and calling for full 
competition review autliority as to such mergers to be returned to the antitrust enforcement agencies). 

That policy is contained in DOJ Review Policy, supra note 65. 

Gregory J. Werden, Perceptions of the Future of Bank Merger Antitrust: Local Areas Will Remain 
Relevant Markets, 13 FORDRAM J. CORP. & FlK, L. 581, 582 (2008) (re\ iewing records of DOJ bank merger 
reviews). 
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currently very permissive approach effectively begins with a strong presumption that 
mergers will be efficiency enhancing, in quite a lot of these mergers that premise is 
evidently false, and there being no pro-competitive motive for these transactions the 
question remains what their other motives might be and whether they should have 
relevance to an antitrust policy. 

Indeed, while large bank and financial institution mergers tend not to produce 
anything good for the economy, they do appear to give merging parties some market 
power. This may be true not only as a consequence of immediate increase in 
concentration in those local markets to which the current merger review policy is 
calibrated. As my collaborator Peter Carstensen has frequently pointed out, there may be 
significant constraints associated with the fact that local branches in a given market are 
acquired by a national firm, even if the acquisition does not cause any substantial, 
immediate change in concentration there. Moreover, it is now widely accepted in the 
industrial organization literature that firms that experience multiple contacts — firms that 
compete in many markets, and face each other in more than one — are more prone to 
oligopolistic interdependence than might otherwise be thought to be the case on the basis 
of concentration levels alone. 

But, as mentioned, a wholly separate concern, that is in some sense a competitive one, 
is increasing systemic risk and the related problem of increasing numbers of TBTF firms. 
Even though American law really contains only one, isolated rule that could hope to 
constrain this problem in banking and financial markets — Clayton Act § 7, as applied 
through our regime of bank merger law — ^the government has refused to use it to reduce 
risk. Indeed, strenuous TBTF objections were made to DOJ in its review of the 
See Carstensen. supra note 82. 
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Citicorp/Travelers merger of 1998 — the largest financial merger in history at the time, the 
first major merger of banking and non-banking businesses since the Great Depression, 
and one of the largest mergers in world history — but DOJ’s view as that “this [w]as 
primarily a regulatory issue to be considered by the [Federal Reserve Board.]”** The 
merger was approved in all respects. 

2. The HSR Limitation. The transactions at issue are certain to be complex, because 
by definition the firms at stake will be systemically significant and are likely to hold 
massive assets throughout the entire world. Moreover, the risk of getting the analysis 
wrong is significant. The assets to be sold will be large and the buyer will ordinarily be a 
very large competitor (or else it would lack the resources to buy all or part of a 
systemically significant financial holding company) that might be well positioned to use 
them to anticompetitive ends.*^ Bear in mind that the two federal agencies that perform 
HSR review are already responsible for oversight of every other significant merger and 
acquisition in the entire U.S. economy. It is hard to imagine how they could provide any 
meaningful check on anticompetitive transfers under these circumstances. 

3. In Application, Having laid out all that regulatory detail, let us consider a practical 
example. The company that is now Citigroup has been the beneficiary of four different, 
ad hoc government bailouts since the Great Depression. Assuming that it can regain 
stability following the current rescue, it will remain an immense entity. Though it has 
shed some of the assets that as of 1998 made it the largest financial firm in world 
history — most importantly the Travelers insurance company, which it spun off in 2002 — 


Kramer, supra note 43, at 6, 

® As Mr, Krimminger made clear, the FDTC would be obliged in making anv Iransfer lo find Ihe 
highest bidder for the assets in qirestion. But much of the time the highest bidder will be the firm that can 
use the assets to their most anticompetitive and tlrerefore most profitable end. 
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and though it intends to sell more, Citigroup retains about 200 million business and 
consumer customers in more than 140 countries. Along with its core banking business, 
the company apparently intends to retain a large investment banking operation, a global 
private banking/wealth management operation, and significant businesses in hedge funds, 
private equity, and other investment vehicles. Also, though it apparently intends to sell 
them, for the time being it retains the Smith Barney brokerage firm, the large life 
insurance and financial services firm known as Primerica, and significant businesses in 
real estate and consumer finance.** But Citigroup remains a severely troubled institution, 
and if the Resolution Bill were to pass there is no small chance that it would be the first 
fmn put into a federal receivership. If so, when a buyer is found for Citigroup’ s 
traditional banking businesses, their transfer would be subject only to review by the FRB 
under existing bank merger law, and the Resolution Bill would automatically trigger the 
emergency time periods contained in that law. In other words, the FRB would probably 
malce its decision in about one or two months, and the DOJ would have to provide a 
“report on competitive factors” in ten days of FRB’s request for it.*^ These decisions 
would have to be made about transfer of a firm that by number of customers, remains the 
world’s single largest bank.'^” Then, when buyers are found for the non-banking parts, 
DOJ would get a filing on Form HSR-1, which really might include only as much or as 
little information as the conservator/receiver wants to give, and must decide within 30 

See generally Andrew Martin & Gretclien Morgensen, Can Citigroup Carry Its Own tVeight'/, N.Y. 
Times. Nov. 1, 2009, at BUI (discussing Citigroup’s liistory of govenunent rescues and its current state); 
htlp://www .Citigroup. coin/cili/busiiiess/ (company websile explaining ils current businesses). 

Resolution Bill §§ 1209(a)(l)(G)(ii)(I) and 1209(h)(10)(A) both trigger this 10-day competition 
report provision. Tliat provision is also available under existing hank merger law where the responsihle 
bank regulator determines tliat one of tlie banks might fail; the Resolution Bill triggers it automatically. 

*' All the same would be tnic of the many lines of Citigroup’s business that arc “closely related” to 
hanking, and therefore exempt from HSR, like some of ils real estate investment husinesses, much of the 
Smith Barney brokerage business, mergers-and-acquisitions advisory functions, and some other affairs. 
See 12 C.F.R. § 225.28. 
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days whether it would be anticompetitive to sell a large range of non-banking assets, 
including a massive securities underwriting operation and the Primerica fimi, which 
among other things manages tens of billions of dollars of life insurance obligations for six 
million clients. Finally, if the Treasury Secretary and the FRB Chainnan deem there to 
be emergency conditions, then all of Citigroup, one of the world’s largest financial 
institutions, could be sold to one or many buyers with no antitrust review of any kind. 
The last part is the most breathtaking. Recent events make it seem likely that in many 
cases of failing, systemically significant FHCs the federal government will consider there 
to be an “emergency.” 

^ !fc !fc 

All of this criticism, it should be added, is wholly aside from the fact that our antitrust 
law currently refuses to consider concentrations of power as of any relevance. It focuses 
instead purely on costs and elasticities in narrowly defined relevant markets (as if 
allocational efficiency were a concept even yet dreamed of by the Congress of 1890). 
That is a bit of a shame in this context, as many of the major bank and financial holding 
company mergers since the boom began in the 1980s have been among the largest 
consolidations of wealth and power in U.S. histoty. Of course, though it was not always 
so,^' addressing that concern through antitrust is a ship that for the time being has 
definitely sailed. But why we have convinced ourselves that the Congress of the Unites 
States should be prohibited from caring about concerns of this magnitude, and making 
them part of some coherent federal policy, is beyond me. 

See. c.g., Robert Pitofsky, The Political Content of Antitrust. 127 U. Pa. L. Rev. 1051 (1979) (article 
by longlime FTC Chairman and leading anlilrusl academic, arguing llial one of the purposes of anlilrusl 
should be to constrain unwelcome concentrations of private /lOM-ei-, in addition to improving allocational 
efficienq' in specific markets). 
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One final and completely separate issue deserves mention, as it relates to competition 
policy. The Resolution Bill contains a special provision that requires the FDIC to 
consider certain policy goals to guide the use of its powers, and among these goals is the 
protection of competition. This provision will be irrelevant on any practical level. The 
Act requires the conservator/receiver to exercise all of its § 1209 powers in accordance 
with a list of six policy aspirations, see § 1609(a)(10)(E), and one of them is to “ensure[] 
timely and adequate competition and fair and consistent treatment of [potential buyers of 
the failing BHC],” id. at § 1209(a)(10)(E)(v). For two reasons this provision will lack 
meaning. First, the other five values the conservator/receiver may consider are different, 
equally vague, and sometimes inconsistent with the competition duty. Most importantly, 
the conservator/receiver is directed, “to the greatest extent practicable,” to “maximize[] 
the net present value return from the sale or disposition of . . . assets.” Id. at § 
1209(a)(10)(E)(i). At least some times the acquiror who would be most willing to pay for 
assets held by the conservator/receiver will be the one who can use them most 
anti competitively, because their use in that acquiror’s hands will lead to supra- 
competitlve profits. Second, the duty is effectively unenforceable by any party that 
would have any concern for competition. Even assuming there could be a plaintiff with 
standing, and even assuming judicial review is available,'^* it seems extremely unlikely 


^ The Gonservator/receiver would constiUite an “agency” under the Administrative Procedures Act 
(“APA”), audits final actions would tlierefore ordinarily be subject to judicial review under o U.S.C. § 702. 
Flowcvcr, given the ambiguity and range of discretion implied in these six factors, tlic 
conscrv'ator/rcccivcr’s asset sales under the Act might conceivably be exempt from retfew as being 
“conunilled lo agency discretion by law,” 5 U.S.C. § 701(a)(2). That exception applies to decisions made 
under “statutes are drawn in such broad terms that in a given case there is no law to apply.” Citizens to 
Preserve Orerton Park v. Volpe, 401 U.S. 402, 410 (1971). 
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any decision of the conservator/receiver would ever be reversed for failure to give effect 
to these six factors.®^ 


Conclusion 

Both under the traditional bank merger review and the new, hybrid HSR review, the 
time constraints and the magnitude of the transactions will ensure that major transactions 
under the Resolution Bill will not get meaningful antitrust review. This is sufficiently 
clear to beg the question why the Act fails just to exempt these transactions from antitmst 
altogether; it is fairly clear that the bill’s drafters have no concern for it.'^'' Presumably 
doing so explicitly would have seemed too impolitic. But if outright exemption from 
antitrust review is in some way a bad thing, then one must acknowledge that the 
procedures in the Resolution Bill are also inadequate, as they will reach much the same 
result. 

But this reflects a much larger consideration: the Administration’s financial 
regulatory reform package largely ignores competition as any part of any solution. This 
is a shame, because consolidation and concentration are part of some of the financial 
sector’s worst problems. 


” The decision would be subject only to the very deferential standard of review under APA § 
706(2)(A), that the decision be upheld unless it was “aibitraiy' |or| capricious.” A decision by a federal 
agency is “arbitrary or capricious” where (!) the agency failed lo consider those factors in making its 
decision that are made relevant by the underlying legislation, or (2) the agency failed to show that its 
decision drew some rational comiection between facts contained in the record at the time of die decision 
and the policy actuahy adopted. See Overton Park, 401 U.S. at 416. 

See supra note 4; see also U.S. Drp’ i' OF I'HF Trfasury, FiNANCLyL Rfolila'I'oky Rfform: A Nfvv 
Fotn\T)ATTON (2009) (88-page report explaining Administration’s financial regulatory' reform package, 
including the Resolution Bill, which never mentions antitrust and only very' obliquely discusses 
competition). 
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Mr. Johnson. Thank you, Professor Sagers. 

Mr. Smith, would you proceed, please? 

TESTIMONY OF EDWIN E. SMITH, BINGHAM McCUTCHEN, LLP, 

ON BEHALF OF THE NATIONAL BANKRUPTCY CONFERENCE, 

FAIRFAX, VA 

Mr. Smith. Thank you. 

Mr. Johnson. I think we have an elementary school student 
handling our audiovisual, so give us just a second. 

Mr. Smith. Can you hear me on this microphone? Why don’t I 
proceed, then? Thank you. 

Can you hear me now? Okay. Thank you, Mr. Chairman and 
Members of the Committee, and my name is Edwin Smith. I am 
here on behalf of the National Bankruptcy Conference. 

For those of you who don’t know, the National Bankruptcy Con- 
ference is a nonprofit, nonpartisan self-supporting organization of 
about 60 lawyers, academicians and judges. 

We have historically advised Congress on bankruptcy issues, and 
so we are before you today to talk about the resolution authority 
issues that are under discussion in the current bill. 

Part of our concern as a member of the National Bankruptcy 
Conference relates to, of all things, avoiding bankruptcy. What we 
have noticed is that where you start devising back-end rules like 
you are talking about with the resolution authority, that tends to 
affect the availability and cost of credit. 

To the extent that rules are not transparent, to the extent that 
they are uncertain, to the extent that they are unfair, what that 
does is it tends to make lenders more reticent about extending 
credit or doing so, if they do so at all, at much higher prices. 

And we have seen many, many companies avoid bankruptcy be- 
cause they were able to get credit. They were able to get credit at 
affordable rates. They were able to address short-term needs. They 
were able to reorganize. 

And one of the things that we really would hate to see in a reso- 
lution authority bill are rules that tend to discourage the avail- 
ability of credit or to increase the price of credit because we are 
afraid that what that might do is to increase the systemic risk that 
you are all trying to avoid. 

Now, what is it about the resolution authority discussions today 
that raise these issues as transparency, certainty and fairness? 
One is if there is going to be a system where there are too-big-to- 
fail companies that get identified, that should be transparent. 

It should be apparent for extenders of credit to know in advance 
when they are thinking of extending credit whether someone is 
going to be on the list and, if so, whether they are going to be sub- 
ject to this entire scheme. 

To the extent that they don’t know that, then they are going to 
have to make their credit decisions based on that lack of trans- 
parency, and that is going to increase the cost of credit or probably 
decrease its availability. 

We also are looking at certainty. How can these rules create cer- 
tainty? And one of the things that is of concern is what happens 
when the Federal agency comes in and it rescues an organization 
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that is too big to fail. It might find a buyer. It might create some 
sort of a bridge entity. 

But it would take the core systemic risk assets, as we under- 
stand them, and put them somewhere else — in a buyer, in a bridge 
entity. And then there would need to be at that particular point 
some claims resolution process. There would have to be a way of 
dealing with the assets that are left behind and the unassumed li- 
abilities. 

And those rules are going to have to be very certain. And we 
think that the bankruptcy rules are actually in much better shape 
right now to deal with the assets that are left behind than the pro- 
posed FDIC rules, which we don’t think are as well known, or as 
developed or as detailed as what you see in bankruptcy. 

And then we think the process has to be a fair process. If credi- 
tors are concerned that the process is unfair, once again they are 
going to be reluctant to extend credit or to do so — if they do so, 
they would do so at a higher price. 

We think, once again, the bankruptcy rules for dealing with the 
assets and unassumed liabilities that are left behind are much fair- 
er to deal with that, not only just because they are more well 
known and well developed and more detailed, but also there are 
open proceedings. People get judicial review. The standards for re- 
view are much tighter than would be in the case of an administra- 
tive proceeding. 

And then as a matter of fairness, we have a rule in the bank- 
ruptcy code that says where you have a Chapter 11 plan and one 
creditor would be worse off under the plan than it would be on liq- 
uidation, that plan cannot be confirmed. And that was done out of 
fairness, with constitutional implications. 

There should be a similar rule here. If a creditor would get less 
under these rules that you are devising now — the creditor should 
be no worse off than it would be if the entity were liquidated, as 
a matter of fairness. 

Thank you, gentlemen. 

[The prepared statement of Mr. Smith follows:] 
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'll;. N Ba;'ivrirplc\ Lor/'crcnce jliu "l. onicfciiie’ ) jpp’rt. dtjsi si cppou';'^ 

P' Pcipaic I'l tUcsa hoanims ua financid; rtpulauon rtlurii The Co ifeio ic; 's . > li.n). is , i.o i- 
prs lit iiuii-pai'ta I se'1-suppoiUiig urpani/atior. oj' jppre' imaiel's m\i> •snsa-er'i. i.. s 

baaVropsCS iiidpos wPo aic icaJmg scholars ard puiv-bo snars i 'bs 'K!ti oi'b.'akr iptcs Iwss 
lls , <.r pirfiis. ,s <1 ddsi>!e Conprcas s-n ihc opt-i;itionof hoiikiuptss dnJ .clas.ii laps a lu 
anv proDosoG. cnanges to tho.sc jaws. 

j he C' niC'cnCv aodci.staiids that, gi'-en 'he turn'o ' 'k she Laoiiat ii.a kCsS I’ojlow ."g '.ho 
aolbipsc )!’ Lv ”.r.ijr> Bri-tlicrs and the corcens expiesioJ abo.i! s\! o'ii.i ha ex-sl -i u ols 
; iiibio k u'lc fcJera! gosainmenf arc sufilc’ont to address ss'sienkL sisk tola M.ag t'. o pj.ss .•!-• 
sOlSdPss .>1 cnasi! nsorcsSL'ier 'arge tlnaiic.a! 'pstitu ions ; h c tjaurc the fedeia’ jsss cinnioi t 
•' 'ikl i ass' .ttidilion.-l ton's available to it in tact the tonterence sanpoPs ths ammuigal.,. t ; >' 
a suruui w'd lOi-kiatii!) iL'st .u’l'i’ sL'hcmL bj svh ch feeera! a-Lki's o'';, ipc'cies vs. 'a'd tk -hie 
0 cen 'tv i i.k.aL ftnantidl iiisutUn' ’ tan ‘ identibcd tinancia! kistitut'.n . a”u 'is ai, Ik.iss 
those on' ipss- nokld '.hitale’i U h and intfinatioca! capiia! iiia''kc.s .tnd b> wii eh. iii .he use 
ot u nor. ceShipsO ofpie ijs'iihllcsi Pnareiai inslitiil’iii and Is ari''’.(!es a .eder i apei.fv 
iViiLilu oe ctjaippeil and Have the po.tei to rcscuethe vine busmes.s e t.te .de pilnv iii.uie ai 
' stiiuliLr and its a 'liiics with i v'cw tsi niitigating or even chmi.na'irp 'hat ..s\ 

Iluvse. et, 'he ( n'i'eieii(.e also beiiuves dial vihijleve! rase i o. si hene i- sit seJ masi 
jai he 'rarspt’.iem is u whith finansial instilUwp.s woa'a be sav,cctt • tat rcsalut..iD seheric (h! 
v.aale ts i.i t.'v inr evieraJeis ef ered'l its he idt nil lieu ilnancidl LW.’tiaion and >o a'iniatei bs 
cs.t.hhs nnp e.e,'. . os dtat w ould .iptslv to tlte seht'ne mJ e) ['rot do i jes svi 'eh a'e 'ah in 
tteiu: • s ai'l'e ■Jeiili'ltu fin. ic il ti'slttulion mid 'ts .iltii idles tHhirvvist tifti' ■.i"' ..'.ibe loss 
I’keK io he „va.j..blc to a f nanual ’..asiitutinii .aid its a' 'ilia's- liial t. a a hv subio. 'n i e 
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resrl o : si.!ienic or >\ould be less hkciy to nc av-iLlab.o al a Itovor p-'ov in 'Jx sbxTLC oi" 
IXJ.I hci ip a i'” iblo or bcinp arabdblc at Sower price. Jic I cnleren^e : Li'iiecnxd ''i.H t >e 
Slnan^.jl ds''trc.se oj ipe tioancjai ir.-ilitutirsii and tls .I'lloate’; wiU r)’io. oe exaceib .ku. k‘U Sbe- 
nsi. 1 „ ndUp'... (■' the Imaneidi inslilulu.n and ilc aiaiiat^!. ard Pie s; vitino -kk >lhirt>ii<y tha< 
uoiiapse Will only DC greater. 

i no t’.’iiierci, CO expresses this eoneem. because 'n its experience marl', eelnors ciiiierln 
e.ig’Dte *i I rc ivf imOcr the Haitkrupley (\'de uricp .a orI Dansiuptci h\ rcecic icg ..y relent 
.roJil I, . lucre as .••'•iiejnte .leedo ill the shun term and in Lie lonfcr ei n, ‘o ilSrc'i 
rcnabjiitatiim u.itsi.'e o! tiarkriipka 'A-lier. eiedil is so oxicnded aoeor icse ert 'irs'anees, 
illen K'ley tip’s) is ucuted I! crecitlhat adcbtoi roqures to meet si mi te-ir. i ucss j;i.’ p, 
crj.i htaie ’l-oi' s nel be a\ .J.ible or k available only at a price tha’. .iiakos .on.il’.'i ar eo 
iinwoikabic. were is a > Tach iurcer a.k liial bipikniple) c\i‘l be incs Pabie 

Pkci ssed below are the elements ot iranspaieiicy. .e taints jiid iJan.'S ibji tbe 
I'oulLio.ice Ix-iicse.- siimdd He cons dcicd as an iplcg'a' pait t'l'.uti such le.scati 'r Sshe'ae in 
..rJer iK'i '0 d>se.''ajs_e ihe extension of credit at man-ioeahlc ■aicc 

rra’-s pax-nev -x le those subject to the r.-sakibon scl eme 
1 h ISO ovteiK. 1 g Cl edit to a i’nuitcuu insdtntion and its tifilijalc^ will peee tC' Know 
bc'orc' evtondtng e.eUil. vvhotlier the Unaiicjai institution s an iJonlj’le.l Inarct.d in'H’u ’oi 
Vihetreriix linimci institution is an idcniiriCsl financial tpstilutioii v >■ neac-iiicai 'uiai t. a. 
ait\ LSicn-Ki olkiedii to .he r.-'ancuil inslimiijii and hs a 'f 'fates wif want .0 eot'o s,er ir 
dec s' mg i.hcdie' to extenu credit t.i ihe fnancai mstiiU'or and ts af!’' aies and jo waa; iaims 
‘uicvcnJes j! credtl xil iny ariaDlv take iiilo accuiiiit the r.sK tli.i Us Johtoi 'vilimut-e 
able ts' uru) dx- ei -dit extends'd It wi!! make thocred.t aca.iable aidptice the le u o! i tc 
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LiL-ud bjsw-J DU s'liHiiory and regulatory scheme by which llie debtor will be rehabilitated or 
laaiiuaiOd il i: hecotne-= unable to pay its debts. For example, a lender extending credit to a 
SM''mve' \ihi( i< cuyibie lo be a debtor under the Bankatptcy Code wi'l injLe credit arerb.iik to 
the borrower and Hill price the terms of the credit based on the bankrtipicy rules that would 
apply in the event that the boiTov ci became a dehiiv under the BarKrupic) I'cdc. 

an extenJa of credit to a financial in'-tiuiiion and ib urfiiiaies Jhls nut bnere i* iiethcr 
die 'inane. il irbSiiutiori is an idenliikJ financial tnstiluiion, it wd! are x'lore Vvr.it ''uk-s reoiiiJ 
appb. it l]ie tcias mstimtiou iii one ol'iis airilbues experiences Knan'iMl distress the p..!inl 
where ■! 'B'as. be ledjbihtated cr ''icimdalcd. ftic result would !,kef> be iiial 'J e eredii extender 
treiuld nCcO to take itile account in it.s credit de-eision the possibihis that c.ther tie tvscliilton 
stheme for i denl'.'cd fmancial institutions would appls or 'be 'Titire irmi.iion.t H, i.kraptej ami 
' Xiil'eiii;, roles, sjeb .w those in (he Bankruptcy Code wuiila jppl; , tiie iiit„iip,c >e.so. rj.es 
that might apply in the case of the financial distress of the liiKineitil insti.utiur, and its affiitatcs 
vvould require the c.xlender of credit to exaiiiiiie each se! oF rul'cs and to tjac i-s ared; Jcctsii ■- 
Oil the niles in each set’eme that are least favorable to the extender ol eredil. I liis approacii 
would .;ke!\ ICstd '.O kss cred-t being extended to the iinarxiai in.stbiition and a ■fibales or, il' 
cTexii; is extended, iiiphcr firicing and in any event greater treaisiiciion costs, ■'ore -t c icsuii 
would be 'he east e\c-> hir a fmancia! iiistilulion that is no! an idcrb.ificJ fi.nanc'.stl utstitudon. of 
i’ci one .if Its ooc as alf, bales, if :ii appear to extenders of credii osd'lhv llnut'ci.:! i'tsli'.t.tior. 
o'/v.'b K- an iJenii-ied fmanciai institution. 

.'reeiMUkigre .lit Conference urges that the resolution sc.icme t > reicae x 1 uuidate 
iJtnl'iicti "mancial instuations contain a mechanism fcs wire i .1 n U at pan ah X.'-h.m- '-.hclhei 
a financial iit-Stibaiicxt js rre iJcoti'ied fiiiaacial atstitutnni. Hie C »rle s. rea areo .r,,C' that bic 
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resi'ai:..'!) Ncl-e’m- •! a mechanism by which there is advance notice to the public when a 
fiiia cir.i ins.itiiin n becomes cm ceases I ■ be an identified financial institution. 

i nc t onle.L’iCv icco^is^s that, i.'n Imancial ]nsin,t..i>i'tveiiiiKs an ijcr.tihed Ihuisenii 
i,nst>tut:iip aiu .'edh is extended to the ilnaritijl insttlut-on t'r cute sh <ts affiliates, tltc e.'re 
salulatx \ ajt4e 1 1 ‘he an vance notice that the iinaneial insiiiiiticn is an indcrtiried llnancia; 
mstiludon wi" not he is great. The credit decision by the extender of cits! l vii- a -aiJi h:i\c 
been .n, de Hut aJv ance notice lo the public that a fmaEciJ rastitution has become an iucnttllea 
untatcia irLS'iOtr.ion wt'I still enable the market to auinsi co cr time. T c cxtetiiic” .d credit w f 
have the opportL'nit* to modify the terms ofthc esedtt. if so pcrnr.iied. or to cr>s,al!i/c iis 
positx'n i \ tci'. L t'v credil to a bu;. er as i pr ec that atoiios lor lilt credtl risk. 

.0 asi\ e\e.n. to tiie extent dial a fnancia! indil! t.on is a'.rc'iJs si. nice o nr.ifentiul 
regiii'it 1 1 O'C ^.■'^alIce notice of a financial imstitutlon bcu.c designated a.s an iJeid.d'td Ihun,. .li 
ihstit.i'i ) i.’iji oc eas’d u) effect and, itiuccd ma\ be more prcdicuMc t’c li.c ludikc!. 

Ceitaintv a.s toti he rules that would anplv 

y i, no- on _i -icccs-jr'. that liiose extending credit to a f naacitf insUUiiion know whether 
the idciit!; ej 1 jiancia! nslilulion is an indeiitiied ir.sUtuiion llvj will also nee. I sr knovv with 
certainly, before c.xte-nding credit to an identified liniincial -st liilmn its a-ff tolas, wbrn •-uk-.s 

will ba Eipplied to the rescue. or liquidation oriheidentifica finaiiw.ai ,r..sl'.t.itio.i auu 'is .si,i!iu:a,s 
should a rescue or liquidation become ilecessaiy 1 o ihe exlcnl ihiit ihc < .ucs etc unclcai c; 
..iiderJa, eloped, the e.xtender of credit will be ur.cert.ain what the rules aie and hrw . la, w i be 
applied. I hat unceUaimy wif uso likely decrease the availabilily and iu^reas^ cost o. credit lo 
toe nicniii’icd linaiceii insliiuacn and its affiliates 


-V7aL’i4792.;^ 
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; IK Ci'ul’crjii'.-f raises this issue primarily with respect to the claims resolt'o.i;-, orocjss 
t/ic;nnc crcJilcirs o' asi identified linanckil inslitut.en and iisamiialea. Once liie care, syacmic 
ridi rciJin' unscK L'i'dii identilied financial and its affiliates are tian-sferred under lire ; cao’ uiio-r 
scheme !o a buyer or to a bridge entity, some assets and iina.ssunied liabilities tvili im, CiiiaKt be 
ici'l behind. 

I:cre -Ml! be significant I’.nccrtaiRty fer tiedno! s 1 1 .jp luendiid i’- apci ps'-'otiou ind 
iK cdiiiai.w if'he -j editors atii be .subject to two ddl'cr^nt cuiims rcsoitfon seis o 'Ries. 
.nduding dtS.erert pr.otirt rules, depending upon whether n idea 'fed fiuaneu r s'l noun and 
is cfiViales ,d-c the subject efa federal intervenlior. or are deblor.t .n banieiur.ey .a>es v. Ch u* 
tedcral ilitcivcnticii. Applyog the rules io the BaakiupRy •' ode 'ui 1 q, d.iting 'he tsseis Id 
'leiund ana distributtng the proceeds of the liquidation to c>e..itois oi Jil nh wotiei' financ. J 
.sis'i'idiuii and its .-iipii.ne.s whose liabilities are not assumed, .in tiietransler rvoulii eiimiiiate that 
i-iiceU.iims . I'bew sMiuld be one set oi'ii 'es hdl >v luld d} po 'or he .iai.Tis rC'Oknion process' 
re.gardle.ss of whestier the ideiiiifiecl fmdnc.jl institution am w ilTl ales «e e ubjecl to federal 
.inert e or, i,t we. e deblers b. barikr ifies eases w h 'ut ederai "i.irvera'on 

1-'. cn bceonJ .aeoidmg the ixussib'c applieaion ol wed. Ice sei'-u'iuu- forlhe 
ie-olution eiaim-, process, certainty rvotild be more likely So be achicecd os c.s,.-ig the 
itar.KiLip'cs I’oJc mics for tlsc eiaims resolulion process. The Bar.k.t'pfc;. Code rules are mo.re 
iktaile'd than those jpplic.iSrk- le ii federal bank, receivership. Fo: cxnirjs'c. the p elc'ene’c mics 
ill (he Byiihmp'.c) Code consist of a well detailed section. Baiikniptcs (Vide f 147 ’h ,t contairts 
the cleme its e.f i piercrcnce as well as the defen'ses to a preference c'aim Scct.nn fsP of 'L l 
B i'U’.kruptey ru.lc explains again.sl whom apreference claim may be made Simii'ir UeSdus are 
L'ckinp ui a federal bank rece:\ er.sb.p where the only preference mlc , .ic ba-cd on in intcui Io 

.x;;32i»ae.c s 



55 


preit:? . I Ac w.’nu.erps m the area of secured claims, the computation of the amouiU of 
chams, iTauau:eni iranslers, executoiy corttractsa!3d piioiiiic> w'rvic the Bankruptcy Code rules 
tre much hatc octai.eJ compared to Che rules of a federal bank receivership. 

The Baiikruptcy Code rules are not only mox cctaCcd ihan iho-se ‘or a ttde’u* hjiiK 
receivership, i hev ha'^ e aTo Ivlii stress tested h) ascy hod) oi jtuhc.n inlcTiclalars 
This is mikh less tne case for the rules of a federal ba.ik reeL\vcisn»p r>' ec cU > is i 

procedures nre aourr/.strali\e ana the opportnnits "or judiciT :e>iew rtert uji'ied. 

FiiUheimo'c, ■^he rules of the Bank’upUy Cedeaie well kriowa ti' juJc..s .ma to luu\e5k 
and other proicssionais i he Ban^juptcy Code and its 'isles pn lC are -a Joy euHssref 
are interp;ciee bs published eases, arc studied in law schools and 're the of r'lsnen'us 

periodicals. This is not nearly the 'case for rules of a federal bartlv roec.M'Sship. 

It is latdcrstandahle. tliat the rakw for a federal bank rceci^ersldp as not <5' ce! u cd, weP 
developed or well known, as t.lK'se appheubie to federal btHikrupic) hi p'ost ’Ideid' ra.s-. 
receivership, once depositors are paid, there are few, if any, assets u> pay per.vr'u im^ecu ac 
creditors. As a result., there .ha.s been le-ss of a need for the nUes c^^'a A'dcrai nartxc ro^e!\ cr-^hip to 
lx: as detailed, developed and well known as the rules applicable in a bankruptcy ca.se. .But under 
the rosokaior! -i-henic being considered there may be suostantial a.-'Sets .>! an uMcnx five tliiancia. 
ins'itnix n anU Us afnhrrxs left behind to be liquidated and distribii co lo the c”cJvLe'. ofthe 
ideiUirxo nnciu.k:l mstiluLu'ii and Us uiniiates. The riece ..udci ihjs sA cioc '.n The fule-' to lx 
jctasicd. well dcwlopc'J and well known Is much more acute if jixatcr certaini) fo" LreJimr-' ts 
to be achieved. The roiife.rence believes that the Baiikniptcy Code rules, being'dclai ec, v ed 
developed and well krxn-vii, already providefhat greater certainty. 

Fairness. to creditors 



56 


Th^ rules by which creditors are treated when a linaneial inslitiUion and iis affiliaies are 
rescued or liquidated must be fair, if ihe rules jre icgorded as unduu llu'ie will miich id'a 
iuf. Hf. less iur credit to be extended to idcntitlcd llnancial inslituuoiis and tls auitiaies »’r loi 
credit to bo cMcnJeu chcajtcr : Ucs 

The 'ofcicncc recard> the Bmkruptcy Cixlc ’•ulc' fo^ reso!\-n^ claims u^t.dnsi an 
inueniificd I'nancial institution and its affiliates as being irijcioiit': more fa-r i!nip Ihoso 
apDlicab-e m- r iciieiai bunk receivership. This is cciiamly unc merely because the I>ankrup!e> 
C\iuc rules are more detailed, developed, and Liowi than 'he rules ;br a fve-^ai bank 
K’cei^ c-ship But it is also true with respect to the standards used in w 'jiiii? lOsobuions. In an 
administrative pioccss. the administrator is given broad latitude in mak'ng deemions '^r.ori of 
Uvling 1 1 uO “ oi Cdpi’cious manner. Under ihe Bankruptcy tbv; ounkrupicy ludgc 
up;' it' U'c ’j\v u’l irv and can be reversed by an appellate court ontlte itierits even though 
'‘atviijUt.\ MULv is a ’ i4 teied in im arbitrary or capricious manner. 

b >ced or res‘dauo’' .s also a factor in fairness. A creditor wnose claim is resolved 
qm.k'v v\ U Ac’ n 'c 1 ml) treated than a cred tiv whose ^'aim k rese^' cC tnly afer a ic^g'oy 
rn'Lc‘'S I ne ( onlcicncv ociseves that the Baxikiiiptey ( side proccdu.es rc Imch 'o 
re.so!ve claims quickly than an administrative niOwC^s. W hn an au.n *e ps- the 

creditor will need to e.Khaust administrative icmeJics before seeking lucs.^Uil in.-ivemiun I ikkr 
the Briiikiuptcy Code judicial intervention is available at ihe outset. 

There is also the 'view that the Bankruptcy Code darns '’c.so.iam.i proces'^ is rajicr 
iv'iaa'^j it is tx)ic i[ansparcir C'dims arc liligaled: in «'pen court at d with i pubde r.wd I dch 
cjcdits r 'ij"' opporlunit) lo ob^crve how- other creditors jrc bviny t eavd end to m-tke its losc 
fi’ tiiC cs'urt il t'- Ihc.t is i nt being ticalcd fairly Vvdh r(..,xSpee! lo niber ciodilor' i his is 
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may be less tme lor adiiiinisliativs procedures associated with a federal bank receivership where 
proceedings .are not as public and tiie record of the proceedings is net as .lecessiblc- 

Tliere is one other fairness issue that merits discussion 'ttiiiic some conpromtse of a 
creditor position, may be necessary' for the greater gmid of Ihv rinaneiai wstcTn, .he compromise 
.slioiiW not be without limits. In a Chapter 1 1 case under the Hankniptey ( rale piaii of 
reoreani/ alien Carmot be eonfimied over the objectimi of a smgle erediicr ii'thji credit,,! s not 
receir rrg o nnich untici the r>‘<t.i a.s .i wcuid receive if the il,,btor were ijiniiJawo s i hipter 7 
case i hif I' Its IS I'loi nded ui a tuition of inrdamenl li .ftarncs-- w .it, <" 'msfi i urai 
iinpitcalions. 

.A,s matter of fundamental fairnes.s. tiicrc sliimid be similar liiuiled pi liacb.u’.i ibr c'editois 
of an identified financial institution and its aftlhales ! he icsolulitn- scheme should r-'l he used 
in such 3 "Way so as to deprive .a creditor of wliat the erccito; would ha-* c received bad the 
.identified IliiEii.cia, .nsututiuii .md ib tiff Lutes bean iiy-udatcd witlioi.t feiertf intc ssiHiori under 
the scheme. ! he •esiiiuiion sebems' should pi mule .t mcchaiiism !.a nuikinp (fit p.i ic'Tii'udii.in 
oirvilit I f'v crculiloi would h.ivc icccfv cd <n a 'iquidalion nf the i Jenlified nnauciai inslitur on 
and il.s atriliates a.'d lt>! compensating the ercdilo! lu the extern that the ciLvi.ui w rccciv .tig Lw 
under the resoiulion scheme. 

.Conclusion 

Without tJie resolution scheme provtiding those ele-rrents o 1r„!ispau my, > eOdinty and 
faime.s,?, the Conference is concerned that credil wili be less m ailafie to i Jeatilied fnancial 
in,s!iiLit.i,on.s and ilieir affiliates or w.'ill be avai.labie at a higher pnce an- d .P as t. lesiiH, |hc , sr, 
SiSrs jha, the icsotutiruj scheme wishes In avoid will be rnorc iikeiy ,0 swcur 


Mr. Johnson. Thank you, Mr. Smith. 
Now we will hear from Mr. Rosenthal. 
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TESTIMONY OF MICHAEL A. ROSENTHAL, 

GIBSON, DUNN & CRUTCHER, LLP, NEW YORK, NY 

Mr. Rosenthal. I will try to use — let me try to use this micro- 
phone. It seems to he better. 

Chairman Johnson, other Members of the Subcommittee, thank 
you for inviting me to testify today. I have spent 30 years in my 
legal career focusing on representation of financially distressed 
debtors and their creditors in a wide variety of industries. 

I believe that in addition to crafting a resolution regime that 
assures that there is no institution that is too big to fail, there 
should be two overarching goals of the legislation. 

The first relates to flexibility. We need to give the government 
the ability to act quickly to construct solutions to problems with 
these companies. 

The second, though, relates to predictability. Market stability re- 
quires predictable results. And if creditors are unable to rely on the 
predictability of expected returns, they may either restrict credit 
extensions, as Mr. Smith said, or extract excessively high risk pre- 
miums. 

While reform is clearly complicated, I firmly believe the founda- 
tion for reform should be the simple principle that absent compel- 
ling public policy reasons to the contrary, we should base a new 
system as much as possible on what market participants know, un- 
derstand and have relied on. 

The new system must accomplish the goal of managing or restor- 
ing market stability, but do so in a way that does as little violence 
as possible to creditor expectations. 

Congress essentially has two existing regimes to choose from, the 
FDIA, which is used to resolve bank failures, and the bankruptcy 
code, which is used to resolve virtually all other business failures. 

The proposed legislation draws primarily from the FDIA but, in 
my view, could benefit significantly from the adoption of more fea- 
tures of the bankruptcy code. 

In part, this is because the bankruptcy code’s concepts, including 
those that govern the judicial review of creditor claims, work better 
in the face of a system-shaking failure of a non-bank entity. 

And in part, this is because creditors of these companies under- 
stand and have structured and priced their transactions on their 
expectations about the application and the predictability of the 
bankruptcy code. 

The revisions to the legislation that I have proposed, taken to- 
gether, create a hybrid between the FDIA and the bankruptcy code. 
They marry the bankruptcy code’s basic creditor protections, in- 
cluding judicial review, transparency, predictability, with the 
FDIA’s flexibility to address quickly the systemic repercussions of 
the failure of a significant financial entity. 

There are two distinct phases of a covered financial company’s 
collapse which must be addressed by the legislation. The first is the 
initial phase, which is the crisis, where the FDIC must be given 
flexibility and discretion to act quickly and decisively to avert the 
crisis. 

We have proposed that during this 30-or-so-day-period, short pe- 
riod, the FDIC could act without contemporaneous oversight by a 
court. But after the financial crisis has been averted, a second 
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phase of the process begins. During this second phase, the FDIC 
must administer the underlying liquidation of the failed entity, in- 
cluding resolution of any disputes with creditors. 

We have proposed that the FDIC’s actions during this second 
phase would be subject to the oversight of the bankruptcy court. 
The bankruptcy court would apply the same procedures, precedents 
and adjudicative process that it employs every single day and that 
market participants already know, understand, rely on and expect. 

Time doesn’t permit a discussion of the other specific changes 
that I have recommended, but they are summarized in my testi- 
mony and its — and its attachments. 

These changes include incorporation of the bankruptcy code’s 
concepts regarding claim determinations, preference in fraudulent 
conveyances, contract rejections, reporting, valuation and treat- 
ment of secured claims. 

While you might ultimately enact a resolution system that is 
more administrative in nature than I have outlined, I encourage 
you even then to implement as many of the recommendations as 
possible to minimize the disruption to creditors’ expectations. 

I commend the Committee for taking the time to consider this 
important topic and, again, appreciate the opportunity to speak 
with you today. 

[The prepared statement of Mr. Rosenthal follows:] 
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Chairman Johnson, Ranking Member Coble, other Members of the Subcommittee, thank 
you for inviting me to testify before you today. My name is Michael Rosenthal and 1 am the Co- 
Chair of the Business Restructuring and Reorganization Practice Group at the law firm of 
Gibson, Dunn & Crutcher LLP. 

I have been in practice for over 30 years and have spent my entire career in the distressed 
restructuring field representing debtors, creditors, and distressed asset sellers and acquirers In a 
wide variety of different industries. During this recent financial and credit crisis, my colleagues 
and I have been active in representing and providing advice to entities regarding their rights and 
exposure related to difficulties in the financial services sector, including issues related to loan 
restructurings, spin-offs, derivative products, securitizations, and customer account issues. 
Among others, I am presently representing PricewaterhouseCoopers AG, Zurich, in its capacity 
as bankruptcy liquidator for Lehman Brothers Finance, SA, and various other large, public 
companies in the chapter 1 1 and related cases involving Lehman Brothers and its affiliates, as 
well as certain directors of DaimlerChrysler in connection with the Chrysler bankruptcy. I want 
to note that the views T express today are my own and that they do not necessarily reflect the 
views of my firm or the firm’s clients. 

I want to applaud the subcommittee for addressing this critically important - and highly 
technical - issue today. While many other issues associated with financial regulatory reform 
have received more attention, no issue is of greater importance to the stability of our financial 
markets. 

I appreciate the opportunity to be heard on this crucial issue, and believe that there are 
two over-arching goals of the proposal. The first relates to flexibility: we need to give the 
government the ability to act quickly to construct solutions, and to ensure that no institution is 
too big to fail. The second relates to predictability: market stability requires predictable results, 
particularly when times are bad, and particularly when the results relate to financial actors that 
do business across broad bands of our economy. 
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We all recognize that creating a system to manage the failure of our largest financial 
participants, if done right, is extremely complicated. The incredible diversity of transactions in 
which systemically-significant institutions engage in today’s marketplace demands a highly 
nuanced and transaction-specific approach to resolve the rights of creditors, debtors, and 
taxpayers, and at the same time, preserve systemic stability. 

But there are also first principles that set the foundation on which reform is built. And 
we need to get these right or the stracture will not stand the test of time, and future financial 
crises. Let me talk about one key principle on which a new resolution authority regime can be 
built, and then discuss other, more specific points as time permits. 

The key principle is this: market stability. Absent compelling public policy reasons to 
the contrary, we should base a new system, as much as possible, on what the market knows and 
understands. As Congress considers how to constmct a system for resolving systemically- 
significant institutions, it has two existing regimes to choose from — the Federal Deposit 
Insurance Act, which is used to resolve banks, and the Bankruptcy Code, which is used to 
resolve virtually all other businesses that fail. 

1 believe that, while both regimes are appropriate in certain circumstances, the proposed 
legislation could benefit from the adoption of more features of the Bankruptcy Code, In part, 
this is the case because the Bankruptcy Code has features, including those that govern the 
judicial review of creditor claims, that work better in the face of a system-shaking failure, and in 
part because businesses and other creditors throughout the economy are familiar with the 
Bankruptcy Code, and see it as more stable and predictable. 

While the FDIA and the Bankruptcy Code have many similarities in treatment of claims, 
the credit markets would not - and indeed, could not - assume that creditor claims would receive 
identical treatment under the FDIA. As a result, under current proposals, credit would be 
needlessly displaced for at least several years while the law and rules of the new regime were 
worked out through practice. 

Bankruptcy courts adjudicate claims disputes as part of their day to day responsibilities. 
Bankruptcy courts determine these disputes in a transparent, predictable and expedited fashion, 
pursuant to established procedures and governed by an already well developed body of case law. 
Market participants understand, and have structured and priced their transactions on their 
expectations about these procedures and precedents. These expectations regarding how their 
claims will be dealt with under the Bankruptcy Code are essential to their ability to manage 
systemic , industry and counterparty risk so that they are not forced to deal with the double 
impact of the financial crisis along with the destabilization of their own unexpected losses and 
uncertainty. This ability to foresee, plan and reserve for known risks is crucial to overall market 
stability. Absent being able to rely on those expectations, markets are likely to contract in the 
face of uncertainty, as we saw after the bankruptcy of Lehman Brothers, and market stability will 
take longer to restore, in part because market participants will have to plan for a more uncertain 
regime, even where the likelihood of being under it is extremely low, in terms of determining 
pricing and other terms for new transactions. Therefore, the dispute resolution process under the 
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new regime should follow the Bankruptcy Code’s established procedures and precedent to the 
greatest extent possible. 

Our proposed revisions, taken together, would create a hybrid between the FDIA and the 
Bankruptcy Code, by incorporating some of the basic creditor protections provided by the 
Bankruptcy Code, including judicial oversight, predictability and transparency, which are crucial 
to maintaining market stability, while still empowering the federal agency with the flexibility to 
address the failure of systemically significant financial companies quickly to minimize adverse 
systemic repercussions. While you might ultimately embrace a resolution system that is more 
administrative in nature than what we have recommended, 1 encourage you, even then, to 
incorporate into that system as many of these recommendations as possible and, particularly, 
those that implement best what market participants already know, understand and expect, such as 
access to ready and effective judicial review with established precedent and rules, especially with 
respect to claim determinations, transparency, adequate protection, contract rejection and 
avoidance rules similar to those in the Bankruptcy Code. 

In view of the scope and complexity of the issues you are addressing, my colleagues and 
I have prepared a set of materials, which are appended hereto, which we ask that you include in 
the record of this hearing. These materials are (a) an Overview Memorandum and (b) a side-by- 
side chart comparing the Bankruptcy Code, Federal Deposit Insurance Act, and the Senate 
Banking Committee’s recently proposed legislation addressing Enhanced Resolution Authority 
as part of the Restoring American Financial Stability Act of 2009 (the “Bill”). We hope these 
background materials will be of use to you as you consider the best ways to restore market 
stability in times of systemic financial crisis. We see these materials as works in progress and 
will continue to revise them, and to that end we welcome any and all thoughts you may have. 

Key Determinations 

We have identified two main sets of issues that we believe should be addressed by 
policymakers as the proposed legislation moves forward. The first set of issues relate to 
flexibility, by giving the FDIC or other federal agency the authority it needs to act quickly to 
avert a financial crisis, and the extent to which it will be empowered to take such actions (the 
crisis powers) without oversight by a court. 

The second set of issues relate to maintaining market stability, by providing predictable 
mles and processes by which the covered financial company will ultimately be liquidated after 
the FDIC or other federal agency has transferred or sold such company’s assets or taken other 
actions to avert a financial crisis. This second set of issues highlights the rights of creditors and 
other counterparties, how disputes will be resolved and who will administer the covered financial 
company and/or bridge company after the crisis has been averted. 

In our recommendations, we have focused on a hybrid approach, which gives the FDIC 
or other federal agency flexibility and discretion to act as it determines is necessary for the first 
thirty days of the resolution process without intervention by any supervising court. After the 
initial “crisis” period, the liquidation and claims process would continue to be managed by the 
FDIC or other federal agency, but under the oversight of a supervising court, which we believe 
should be the bankruptcy court applying procedures and precedent of the Bankruptcy Code, 
which market participants already know, understand and expect. 
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Summary of Proposed Changes 

Let me walk us through some of the specific changes that we recommend to the proposed 
legislation. These are all designed to provide the FDIC or other federal agency with the 
flexibility required to ensure systemic stability, and at the same time protect as much as possible 
market predictability and legitimate creditor expectations: 

1. The Exclusive Period: The Bill empowers the Treasury to appoint the FDIC or 
other federal agency with exclusive authority, broad discretion and power to address systemic 
risk and to resolve the business of a covered financial company. In order to give the FDIC, or 
other federal agency, both flexibility and discretion to act at the commencement of a case 
involving a covered financial company, we have suggested amending the Bill to include an 
initial thirty (30) day exclusive period during which the FDIC or other federal agency can make 
decisions and take actions for the covered financial company that are outside the ordinary course 
of business, with Treasury approval, but without approval from the supervising court (the 
“Exclusive Period”). Treasury can extend the Exclusive Period for up to 3 additional fifteen (15) 
day periods upon a request from the FDIC or other relevant federal agency. 

Based on the disclosure required in Section 3 (below), and as described in Section 2 
(below), for a limited period of time after the Exclusive Period, decisions made and actions taken 
by the FDIC or other federal agency during the Exclusive Period can be reviewed by the 
supervising court and creditors injured by those decisions and actions can seek redress. 
However, a saie or transfer to a third party purchaser or transferee acting in good faith cannot be 
reversed, 

2. Judicial Review: In order to give creditors of Covered Financial Companies 
quicker and more direct access to judicial review of claims determinations by the FDIC or other 
federal agency, we have suggested revisions to allow direct review of decisions by such 
resolution authority by a supervising court. The United States Bankruptcy Court for the judicial 
district in which the chief executive office, assets or center of main interests of such covered 
financial company are located, or where it is incorporated, would be likely candidates to be the 
supervising court. After the Exclusive Period, the actions of the FDIC or other federal agency 
for the covered financial company that are not in the ordinary course of business must be 
approved by the supervising court after notice and a hearing, and such court would have sole 
jurisdiction over all matters with respect to the covered financial company. Any actions would 
be on adequate notice to creditors, so that they will have an opportunity to be heard. 

3. Transparency and Disclosure: We have suggested requiring the covered 
financial company, through the FDIC or other federal agency, to file schedules of assets and 
liabilities, and a statement of financial affairs, in essentially the same form as would be required 
in a case under the Bankruptcy Code. The schedules and statement of financial affairs would be 
required to be filed within thirty (30) days after the termination of the Exclusive Period in 
sufficient detail to enable the judicial review described in paragraph 2 (above). In addition, the 
covered financial company, through the resolution authority will be required to file a report 
detailing any assets or liabilities transferred to a Bridge Company, within five (5) days of such 
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transfer. All of these documents, together with other information typically required in a 
bankruptcy case, would be publicly available. 

4. Treatment of Creditors and Claims: The Bill provides that the maximum 
liability that the FDIC or other federal agency would have as receiver to any person having a 
claim against it will be what such claimant would have received in a liquidation under the 
Bankruptcy Code. We have suggested revisions to the Bill to more closely provide to creditors 
the same rights that they would have if the covered financial company were liquidated under 
chapter 7 of the Bankruptcy Code. These rights include rights with respect to claims procedures, 
avoidance actions, priority of distribution, and the right to be heard by the supervising court 
regarding claims disputes. 

5 Treatment of Secured Claims and Security Entitlements: We have revised the 
Bill to include a methodology to ensure protection of secured claims. The proposed adequate 
protection provisions in the Bill require that secured creditors receive at least what they would 
have received if the covered financial company had been liquidated under chapter 7 of the 
Bankruptcy Code (i.e., the value of their collateral). We have included language to ensure that 
this determination would generally be made pursuant to the same principles used to satisfy the 
best interest test under section 1129(a)(7)(A)(ii) of the Bankruptcy Code, and would be subject 
to review by the supervising court if the secured creditor disagrees with the determination by the 
FDIC or other federal agency, 

6. Valuation: As described above, the Bill caps the FDIC or other federal agency’s 
liability to any creditor at the liquidation value of the creditor’s claim, taking into consideration 
the value of any collateral that secures such claim. The Bill does not clearly identify the 
methodology used to value the collateral. We have revised the Bill to provide that collateral is 
valued by the methodologies used in cases under the Bankruptcy Code. A creditor may dispute 
the valuation of its secured claim, and such dispute will be determined by the supervising court 
using methods applicable in cases under the Bankruptcy Code. 

7. Disputed Claims: The Bill provides that the FDIC or other federal agency will 
determine claim amounts, but is not clear as to whether there would be any Judicial review of 
such determination. We have revised the proposed language to clarify that the FDIC or other 
federal agency will make the initial determinations regarding the amount and validity of 
creditors’ claims, and to provide that any creditor that disagrees with this determination is 
entitled to an expedited judicial determination of its claim by the supervising court. 

8 Preferences and Fraudulent Transfers: The Bill provides that the FDIC or 
other federal agency may avoid transfers made in contemplation of insolvency or where there is 
an intent to hinder, delay or defraud the covered financial company or its receiver (whether the 
FDIC or other federal agency), however, these standards are not defined. As such, we have 
suggested that the fraudulent conveyance provisions of the Bankruptcy Code be adopted in the 
Bill to take advantage of the extensive body of case law governing fraudulent transfers. The Bill 
does not provide for reversal of transactions that would be preferences under the Bankruptcy 
Code. We suggest that the Bankruptcy Code preference provisions also be incorporated in the 
Bill. 
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9. Automatic Stay and QFCs: Given the complexity and the number of QFCs to 
which a covered financial company will likely be a party, this is one area where we believe the 
current treatment under the Bankruptcy Code should be carefully considered. We agree that the 
automatic stay on the exercise of contractual termination, liquidation and netting rights, based on 
the appointment of the FDTC or other federal agency as receiver or the insolvency or financial 
condition of the covered financial company, should apply for three (3) days, while the FDIC or 
other federal agency determines whether to terminate or transfer the QFCs of the covered 
financial company. We suggest giving the FDIC or other federal agency the ability to guarantee 
obligations under a QFC so that contracts that are valuable to the estate can be maintained. In 
the event the FDIC or other federal agency either guarantees or transfers a QFC, the counterparty 
would no longer be entitled to terminate, liquidate, or net such contract solely by reason of the 
appointment of the FDIC or other federal agency as receiver, or the insolvency or financial 
condition of the covered financial company. 

10. Contract Assumption/Rejectioii: We suggest that the Bill incorporate the 
Bankruptcy Code’s provisions regarding assumption, assignment and rejection of executory 
contracts and unexpired leases, including the treatment of rejection damage claims and the 
limitations on the types of contracts and leases that can be assigned. 

1 1 . Precedent and Rulemaking: The Bill authorizes, but does not require, that the 
FDIC or other federal agency prescribe comprehensive rules and regulations to implement the 
Bill. To provide greater certainty to creditors, we recommend that comprehensive rules and 
regulations be required to be promulgated. We would encourage you to require the FDIC or 
other federal agency to use notice and comment rule making for any rules that it promulgates. In 
addition, we suggest that relevant precedent under the Bankruptcy Code and Bankruptcy Rules 
be used to govern a proceeding involving a covered financial company. 

Mr. Chairman, distinguished Members of the Subcommittee, you have an important task 
at hand. I commend you for taking the time to see that it is accomplished thoughtfully, and with 
the goal of promoting market stability in good times as well as bad. 

Once again, 1 want to express my appreciation for the opportunity extended by the 
Subcommittee to testify at this Flearing, and I welcome any questions that you have, either at this 
time or later in the process. 
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ATTACHMENT 1 

GIBSON. DUNN &CRUTCHER LLP 


OVERMKW OF RESOIA I ION AllTllORI r\ FOR LARGE, 
iNTERC ONNEtTED FINANCIAL COMPANIES ACT OF 2009 


ijusi rcvisvd November 14. 2<K)‘> 


iNTHouirrioN 

On October 27. 2<H)M. the House Fmancial Serxiccs Committee and 
Treosurv Department released a revised draH of the legislation titled 
the Resolution Authonix for Large, Interconnected Financial 
Companies Act of 200^ and on November 10. 2009. the Senate 
Bonking Committee released the Title li Enhanced Resolution 
Authontv provisions in the Rc.storing Amencan Financial Slabilitv Act 
of 2009 (the 'Bill") Both draOs respond to the v iew Uiat the federal 
government lacked adequate legal tools in 2IMI8 to deal with the 
impending failures of m;qor non-bank financial companies, including 
AIG and Lehman Brothers, and that the absence of such tools significanlK worsened disruptions to the 
financial system and the cconomv The proposed legislation would break new ground by creating a non- 
Bankruptev Code framework for providing both flnancial assLstance to help (ailing and failed bank 
holding companies and operational as.sistance in managmg the reorganization or liquidation of such large, 
svstcmicolh connected companies 

The proposed legislation is modeled after the "sy stemic nsk exception" of die Federal Deposit Insurance 
Act (lire "FDIA") This exception was also used as the model for the Housing and Economic Recovery 
Act enacted in JuK 2()()S (the 'HERA”), which strengthened regulations and injected capital into Fannie 
Mae/Freddic Mac The Bill empowers the Treasury to appoint the Federal Deposit Insurance Corporation 
(the "FDIC") or m some eases another entity for resolving a covered financial company ("CFC"). with 
broad discretion and power to manage such a companv and to minimize the resolution's impact on the 
U S economy 

Treasury Secretary 'fim Geithner, Member of the Board of Governors of the Federal Resent* System 
Daniel K Tanido, and FDIC Chairman Sheila Bair testified before the House Financial Services 
Committee on October 29, 2099. in support of the creation of a resolution regime for bank holding 
companies and other financial companies In his tcstimonv. Secretary Gcitlmcr highlighted the need for 
better tools to manage future flnanctal cnscs He stated that ‘*in all but die rarest of cases, bankruptev w ill 
remain the dominant tool for handling ilie failure of non-bank financial firms" and that the 
administration's proposal "produces a strong, accountable supervision of ail our major financial firms and 
imposes costs not on the taxpaver but with the nsk-lakeis where they belong" He also said that the 
proposal would ")makc| sure that taxpavers are not on the hook for any lo^s that might result from the 
failure and subsequent resolution of a large financial firm" as it gives die government "the authontv to 
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' Both drafts arc vety similar with respect to ihc Enlianccd Rcsoliiiion Auiboritv provisions, bin we will prinuirilv 
reference die Senate Banking Committee dmft. Wlicre diert are significani ditrerenccs boiwcen ilie drafts, we 
w ill highlight ilicsc. and will also reference earlier drafts of lire Icgisk'Uion as needed 
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recoup any such losses by assessing a fee on large Hnanciai firms " He predicted that this would leducc 
moral hazard by making the owners, creditors and couiucrparucs who would bear these costs more 
vigilant and prudent 

Governor Daniel K. Tarullo, in his statement on October 29, 20()9, also supported the Administration's 
proposal and stated that it provides the government w ith Important new tools to restructure or wind down 
a failing firm in a was that passes losses to shareholders and creditors of the firm while niiugating the 
nsks to financial stabilitv These tools would allow the government to sell assets, liabilities, and business 
units and transfer systcmically significant operations to a new bridge entitv . He reiterated that the Federal 
Rcsene Board f'Fed”) should retain its long-standing authority to address bixiadcr liquiditv needs when 
necessary to maintain financial stability , stating that, in the recent ensis. the Fed's ability to establish 
broad-based liquidity facilities proved cntical in containing the severe market pressures that threatened 
tlic financial system as a whole It should be noted Uiat the Bill proposed by the Senate Banking 
Committee foresees the creation of a new agency, the Financial Institutions Regulatory Administration 
("FiRA”). which would Like the role provided for the Fed under the Administration's proposed 
legislation 

Chairman Bair expressed support for using a credible resolution authority to increase market discipline, 
where stockholders and bondholders would bear die losses She supported imposuig some haircuts on 
secured creditors to promote market discipline, limit costs to the receivership and distnbutc market losses 
more broadly, stating that the pnority protection given to secured creditors under the Bankruptcy Code 
and die FDIA creates incentives to rely excessively on shon-term secured financing, vvitli creditors 
“lookiug more to tlie value of their collateral tliaii the credit w orthiness of counterparties in making credit 
decisions ^ She continues to support the creation of a pre-funded resolution fund created from e.v ante, 
risk -based assessments, w hich would be managed by the FD1C She also highlighted that ex fjos/ funding 
would not be nsk -sensitive, might take capital out of other institutions when they con lca.st afford it, and 
would excuse the failing institution from over paying an assessment. 

To understand the proposals by the Administration and the Senate Bonking Committee, it is useful to 
compare them not only to the FDIA but also to the federal Bankruptcy Code (the ''Code ") By displacing 
the Code os the legal framework for resolving CFCs and their subsidiaries, the pn:)posed legislation raises 
a number of legal and practical issues concerning how (be resolution of such companies would unfold and 
how this new regime would aB'cct counterparty expectations for dealings witli CFCs cxpcncncmg 
financial distress. If the new legislation were to create significant new uncertainties among market 
|)articipant.s. the terms, pricing and valuation of post and future transactions would potentially be affected 
A Federal Reserve memorandum accompanying a previous alternate version of (he Bill noted that the 
"lusoiution regime directly and significantly aflccts preexisting contractual and property nghts While 
this regime must be outside the Bankruptcy Code in order to allow the resolving agency to be responsive 
to the circumstances of the specific financial crisis that motivated use of the regiiue. it must soil operate 
in a manner that respects the rule of law and that is perceived a> sueh.'^ Our analy sis of these proposals 
will consider how they might apply to a wide range of companies (hat now operate based on the 
assumption that they would be subject to the Code and the extent to which the Bill approach would effect 
substantial cliangcs to the Code outcome or. altomativelv. provide substantially parallel results to the 
Code by different methods 

Tins memorandum summarizes the principal fcniure.s of tlie Bill and the powers available to die FDiC in 
resolving a CFC failure It compares the principal elements of die Bill with the FDIA and then with the 
Code In doing so. it is our hope to provide more insight into the changes the Bill may bnng to the 
financial regulatory landscape 
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This ovenicnv has a companion ptccc-a Gibson, Dunn & Crutciicr LLP sidc-by-sidc that compares 
significant proMsions of the Bill with parallel provisions (if any) of the Code and FOIA. Ii will be 
referred to herein as ■‘Chart A ** 


Current Law 

Under the current regime, no single set of lasvs controls the 
governance of the restnictunng and liquidation of a financial 
componv and its unregulated parent or subsidianes. which can 
result in uncertainty .' The FDIA governs FDIC'insurcd banks 
and thnR companies and is administered by the FDIC TIte 
Securities Investor Protection Act (“SIPA ') and chapter 7 of 
the Code govern broker-dealers that are members of the 
Securities Investor Protection Corporation ("SIPC“) State 
insurance insolvency and guaranty taws, which vary from state 
to state, govern the liquidation and reorganization of regulated 
insurance companies Finallv. the Code governs the liquidation and restnictunng of most non-regulaicd 
cnlilies. including holding companies and affilialcs of a'guiatcd financial tirnis GeneialK, the proposed 
Bill would mean that while the Code continued to gcncrallv apply to large. systcmicalK significant 
(inancial companies, in certain situations, such companies could be subjected to a separate regime. 

St iviivi\Rv OF THE Bill 


Under tlie Bill, initiation of (lie resolution regime 
begins w hen the FIRA and the FDIC (or the SEC if die 
CFC or an affiliate is a broker-dealer) issue a written 
recommendation for die initiation of the proceedings. 
The recommendation requires the 2/3 vote of the FIRA 
board then serving and the 2/3 vote of the members of 
either the FDIC or the SEC, as applicable.^ The 
Scerctary of the Treasury (in consultation with the 
President) must then determine tliat (a) (he CFC is 'm 
default or is in danger of default," (b) failure of the 
CFC ond Its re.solutton under otherwise applicable 
federal or state law would liave senous adverse effects 
on (he financial siabilitv or economic conditions in the 
United States and (c) actions b> the FDIC would avoid 


Omttttenving a CFC Resolution. 


The iwtluiiim uiiihuritv lu <t ^Piiuincliil ^ 

rumpnny,** whii'h lnrlu(ltt»: | 

• A <.oiii|vnn v^iuwll hnv euitlml over ouv inuifc it j 

over tmv- cu»i|Mn\ thui (a u lintik hoIJing computv 
Of t!) rredomiiuiiiliv engui^cU ui rn(utu.iu] { 

(or die iierpojie ol die Bunk 1 lulduig C«inipiiiiv Act | 
ofPl56, 

• A comiiuJiN (iusiuhuteU in Ur2 at die 

ke^ionnv AntcriL'iin I’inuneuil Sinhtlin ActofltKi'J > 
(i!> ti -(puciriMJ finaiKiiil compunv .tihieLi tu 
heiftlitenoO pniileinml •ujpurvi.Mfiii. or 

• Am siibMiijurv of llie above i oUiei Hum tni iiisuiai 
dqMBiKMA iiMiUilioii iqiiKtetOil tnokci or<iaila Of | 
mi insormtec cinuiiuiiy > 


Cunvni Luff' 

• FDIA -(.iovaiis f'l>(C-ui9iired bonks utid 
llmllv 

« SIPA - (tdverm icflulated hmk(:^klcalcn9 
thni on: ineoibem ol SIIV 

• Sum* InMirunce Lons-Ciuvcni sUiic 
ifiKitmnce cMn}p 0 me:!< 

• Buiikrupicy Codr-tinvons imist mm- 
icv'iilAiud enliUc;. 


' For example. Lehman Brotlicrs Holdings Inc (’'LBHI*’). (he parciu of Lehman BroilKrs Inc ( "LBD. a 
regulated broke r*dcaier. is the subject of a cliaplcr 1 1 ease under ilv: Code, while LBI is (lie subject of u ckiptcr 
7 CISC and u SIPA proceeding odniimslcivd bv (lie same biinkruptcv court iKtinng (lie LBHI ease. Siniilarly. (Ik 
FDIC rcsoiuiions of Washington Mutwii Bank ;ind lnd>Mac Bonk aie accompanied b> cluiptcr 7 liquidaiion 
eases under (lie Bankniptcv Code al die parent holding company levels. 

^ The Administration proposal would have die Fed in die role of FIRA As such, it would be the Fed radicr than 
FIRA wIiQ would dcicniunc vvlicdxrr to issue a n:cotnmcndalton dial the CFC be 11 k* subject of a rosohuion. 
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or mitigate such ad\crsc effects If the above standards arc satisfied, the Sccrctan of Treasury must 
appoint the FDIC os tlie rccci> cr of the CFC and commence die rcsoluiion process/ 

Covered FinancUti Company. 


The Bill's resolution regime applies to a 'Financial Compan> /' as 
defined b\ Section 2(M(6). tliat is "covered ' by virtue of a 
dctcnnination b) tlic Treasury Secretary tliat. among other thingSf its 
failure '^^ould have serious adverse effects on financial stability or 
economic amditions m die United States ** Tlic resolution regime 
could apply to any company diat has control over any hank and all 
companies identified as specified financial companies as defined in 
Section 102 of (he proposed Restonng Amcncan Financial Stability Act of 2009. The Bill's resolution 
authonty would also extend to any subsidiary of such company, other than subsidiaries that an: insured 
depository institulions, registered brokers or dealers or insurance companies (which would remain subject 
to the applicable existing resolution regimes) 

An earlier draft bill released by the Treasury Department would have extended resolution authonty 
applicability to a broader set of "financial companies.*' which would have included, among otlier things, 
savings and loan and insurance holding companies. Under the earlier Treasury draft a commercial 
company that controls a savings and loan (a savings and loan holding componv) would have been 
considered a "Financial Company *' The current proposal appears to assume that otlier components of tlic 
Administration's overarching regulatory reform program will be implcmunlcd. reflecting the 
Administration's proposal to terminate federal and stale savings associations and to convert savings and 
loan holding companies to bank holding companies 

Options for Resolving* a Financial Company. 

Under Section 203 of the Bill, once (he FDIC is appointed as receiver it has broad discretion to extend 
credit to. buy assets from, prov idc guarantees to, or acquire equity interests in the CFC or any subsidiary , 
wiili the approval of the Treasury Secretary The FDIC may take any of ilicsc actions cither directly or 
tlirougli an entity established by the FDIC for such purpose (a "Bndge Company ") In making these 
decisions, the FDIC must consider the effectiveness of the action in mitigating adverse effects for the 
purpose of financial stability and not for the purpose of preserving the CFC. The FDIC must also ensure 
(hat (he shareholders and unsecured creditors bear losses and that existing management of the CFC is 
removed 

This authonty means tliat (he FDIC will be able to sell healthy units or assets to financially strong 
companies However, it is an open question whether a procedure would be developed similar to the 
FDIC's ty pical method of closing a bank on a Fnday and effecting an immediate purchasc-and- 
assumption ("P&A") transaction with a healthy bank m which all insured deposits (and. more recently, all 
deposits) and certain assets and counterparty rclatronships arc transferred before tlic opening of business 
on Monday Tins approach allow s the FDIC to protect depositors and prov idc significant business 
continuity for the "good " portion of the failed bank, leaving Uic FDIC receivership as the legal vehicle for 


A I'liiiUHriiil UMnpmn 'covered'' il 
il i>i ilctcnnnMx! lluii it)i tiiiuic cintkl 
liuvc "iicnouit Mlvcnic clleci*” on 
rniiiiiLul wiiihiUtv ot (xuHJintc 
coiidiliunis in 'Coveted l-innivuil 
C'oiirpiuv m CK.’'/ 


^ The Adminisimiion proposal included ihc conccpi of a qieilificd receiver, similnr to a conservator under Die 
FDIA. Iiowcvcr Die Bill now preposes only a rcceivcislitp. ns it comeinplaics Die liquidation of the CFC. noi lis 
rehtibililalion. 
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sorting contractual and counterpart) relationships uitli ponies other than depositor, the goal of 
realizing amounts that can be paid to claimants in accordance ss iih titc claims pnoritics in tlic FDIA 
CFCs will var\ m their business lines and assci/liabilities structures and will, of course, have no insured 
depositors (although they ma> have an insured depositor) institution or insurance compan> subsidiar) 
that will ha\c depositors and policyholders with prefened legal status under applicable law). Wliilc the 
Bill creates an obligation for the FDIC to consult with the regulators of the CFC and its covered 
subsidiaries for the purpose ofcnsunng on orderly resolution of the CFC and covered subsidiaries, as well 
as tile priinarv mgutators of any subsidiaries that arc not covered, and coordinate treatment of such 
subsidiaries, the FDIC will not ncccssarilv have the same access to information about the CFC that the 
FDIC has about depositor) institutions, which is based on quarterly call reports and periodic 
examinations These differences may moke it less feasible for Uie FDIC to cffccl a significant 
restructunng within davs of its initial takeover This may be pait of the reason wh) the Bill provides that 
FDIC will be appointed as receiver and provides no role for the FDIC to act as conservator 

As a receiver, the FDIC would have control over the day-lo-dav operations of the corporation as well as 
control over significant corpomte actions The FDIC can merge, sell or transfer anv assets, liabilities, or 
obligations on die terms and conditions il deems appropriate wilhoui obtaining an> approval, assignment 
or consent, except where Federal agenev approval is requinxl as part of an antitrust review It mav also 
place the CFC in liquidation and proceed to realize on its assets, in such manner as it deems appropriate, 
including through a Bridge Componv 

Funding of Assistance and Repayment 


Under the Bill, the FDIC. once appointed as receiver, would have 
the authontv to provide financial assistance to the CFC drawn from 
a newK created Systemic Resolution Fund (the "Fund**), with the 
approval of (he Treasurv $ 208(n)(l) The Fimd would be 
established initially from obligations issued bv the FDIC and sold 
to the Treasuf) It would be replenished Bubscqucntlv from the 
proceeds of tlic resolution of titc CFC. including the sale of assets, 
and then from special a.sscssmcn(s imposed on other financial 
companies with greater than $i0 billion in total assets, on a 
consolidated basis, on a graduated basis that assesses financial 
companies with greater assets at a higher rale Asscssmenis would 
be set in reference to the financial companv 's risk factors, which 
include the different categories and concentration of xssets and 
liabilities, leverage, size. compicMiv. nsk profile, interconnectedness to the financial svstem. threat to the 
stability of the financial system of the assessed financial compan>. and anv oilier consideration die FDIC 
deems appropnaic. 

It IS iMt clear how die Congmssional Budget Office would fund die Fund's initial capitalization and 
whether a budget point of order would lie against the Bill Although the Fund's capitalization would not 
take place with appropriated dollars, then; would have to be an initial outlav bv Treasurv. which would 
likely score for Federal budget purposes. 

As noted pieviously, FDIC Chairman Sheila Bair has expressed a preference for ex nn/v assessmcnls on 
banks to capitalize a resolution fund She contends that ex ante assessments arc likelv to impose greater 
discipline on financial companies and am fairer in the sense that, companies receiving assistance likely 
would not end up making pav ments to the Fund ex p<Kst 


Funihns of Av«i«Uiniv: 

• A.'cu.'Unitu: Umwii Itoiu u iicwh 

cieated RtscoluUiHi I iiikJ 

• The Fitnd is uuluillv duhlkshal hi 

ohliyuUKtjTS i>'Bucd bv (he FIlJC U> ihc 
rruiisurv itnd public debt 

liJiusuctunisihv llic lieusiirv 

« IhHii tile KiuU Is irfHiid 

I'foin (lie pcnceols of (lie re^tilution nf 
tliu CI'C (ind IIkui h)' rvsk'bjjcd 
osMMintrnu <Di Clift uitli ovet llii 
biilKtii m noiwFOIC i£k»c.%ocftl 
luibiliite< 
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Ptnvers Over Thini-Party Ciaitm. 

Claims ProQ.*ss . Under the Bill, all third parties with claims 
against the CFC in leccivcrship must present their claims to 
die FDIC. As die rcceucr. the FDIC has the po\>cr to 
determine oil claims against the CFC. and can alloiv or 
disallow a claim, in pad or m whole, which it dctcmimes has 
not been pro>cd to its satisfaction $ 208(a)(2) The FDIC 
must make such detcmiination widiin 180 days from the date 
such claim is presented, although such time may he extended 
by agreement with the claimant $ 2ti8(a)(4)(A). Tlic Dill is 
unclear regarding the level of judicial review, if any, which 
would be permitted of the FDlC's claims determinations, as 
one provision provides a 6()*day penod to appeal any claims ($ 20X(a)(5)(B)) while another indicates that 
thciv will be no judicial mv iew (§ 208(a)(4)(DKi>)) The proposed claims process under the Bill differs 
from the one proMded under the Code In general, tiic Code provides dial all third parties with claims 
must present their claim.s to the debtor by a set bar dale In the event that the debtor seeks to disallow a 
timely submitted claim, the Bankruptcy Court would review the claim and determine whether (he claim 
should be allowed or disallowed after notice and on opportunity for a hoanng Under the claims process 
in the FDIA fora receivership, creditors would submit claims to the FDIC. as receiver, who determines 
vshether or not to allow such claim Although the FDIA is unclear regarding the level of judicial review, 
if any, ease law indicates that judicial review is available after exhaustion of the administrative claim 
process by the FDIC In addition, unlike a process under the Code, w hem prc'pctition claims (subject to 
certain exceptions) arc paid at (he end of the ease, under the Bill the FDIC shall pay all valid obligations 
of the CFC that are due and payable at the time tlic FDIC is appointed as receiver, to the extent tliat funds 
am available § 2Qft(a)( I KG) 

Fraudulent Transfers The FDIC. as receiver, may avoid any interest transferred, including any security 
interest granted, w ithin five years pnor to the appointment of the FDIC. if the transfer was made xvith the 
intent to huidcr. delay, or defraud the cov'cred ^nancial company or the |FD1C|.*’ $ 20X(a)( I2)(A) There 
IS also a provLsion tliat permits avoidance of security interests granted in contemplation of the CFC's 
insolvency or with the intent to hinder, delay or defraud tire CFC or its creditors, no time period is 
specified for such transfers and no standards are set forth to determine whether the transfer or grant of 
sccuntv interest was made "in contemplation of the CFC's insolvency .'* $ 208(c)(!2)(A). There arc no 
provisions m the Bill that specifically target transfers to insiders or preferential transfers, as there are in 
tlic Code 


FDIC Pinvii mir Third Pans Claim*: 

• Cluun* proGcs;! 

• Lmi uvoiJ liamkileiu intiwfcfs .iiki iccunn 
inloesm 

• Mav tivdi sivdilorh uncuunlts il uucoMoy 
tuinc&crvcTiit. Iltiuitcuii >li«biiil\ 

• C'liimiHut*tiiiia(UK:l’l)lC’ iiiiintoulN he|UHl 
wlua wuuki tie received il (lie CI'C swrt 
lu]ii)duU.xl loWUrr ir>c (ode ot stUc 
iitsalvciK'N Ims 


llncQiia) Treainicni Similarly situated creditors; arc treated similarly unless the FDIC determines that 
unequal treatment is necessary to ma.\imizc (he value of the company’s assets, minimize losses, or 
contain adverse effects on the financial stability of the US ectmomy. $ 2(i8<b)(4). The only limitation 
set forth IS that a creditor must receive what it would receive if the entire CTC were liquidated under the 
Code or any stale insolvency law (herein, the ' Liquidation Amount"). § 208(dK2) If liquidated under the 
Code, tlic Liquidation Amount v\ouid likely be the amount a creditor would receive under a chapter 7 
liquidation and the claim would be paid to (he extent money is available at the pnority level relevant to 
that claim The FDIC is also authonzed to designate any obligation as an administrative expense, which 
has the highest prionty among unsecured claims, (hat it dctemiines is "necessary and appropriate" for the 
smooth and orderly liquidation or other resolution of the CFC $ 20X(b)(6KB) No remedies arc set forth 
for creditors alleging that they have received unequal treatment 
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Maximum Liabilih Cap Under the Bill, the Liquidation Amount is the niaximutii amount that could be 
oNNcd b) the FDIC to any cloimonL and is based on what such claimant would lia\c rcccwcd if the CFC 
had not been the subject of resolution proceedings under the Bill but had been liquidated under the Code 
oran> Slate insol\enc> law ^ 20X(d)(2){B). 

Powers (h’cr Contracts. 

Under die Bill, the FDIC has significant powers over the contracts of the company ui receivership and its 
counicrpariies 

Contract Repudiation The FDIC has the power to repudiate '1)urdcnsonic’' contracts and leases of the 
CFC, within a reasonable tune, if it detemiincs such repudiation will promote the orderly admmistration 
of the CFC. $ 2(hi(c)(l) The receiver will only be liable for damages limited to ‘ actual direct 
compensatory damages" measured ‘as of' the date the receiver is appointed, and damages for profits, lost 
opportunity, pain and sufTcring and punitive damages arc not allowed. $ i60^c)(3)(A) and <B) Payment 
of attorney s fees do not appear to be allowed These are specific provisions ivgarding leases and other 
real estate contraci.s. service coniracLs, and. most importantly. “qualiHcd financtal contracts " 

Continuation of Contracts Tlie FDIC can enforce any contract (other than a financial institution bond or 
a D&O insurance contract) and require perfonnance by die counterparty of its contractual obligations 
despite tcmiination rights due to insolvency' or financial condition of the company Opso/ocio provisions) 
§ 208(c)( 13)(A) The FDIC, however, cannot reinstate a contract that was terminated before appointment 
of the FDIC 

Agreements Aeainst the Interest of the FDIC No agrccmcni that tends to diminish or defeat the inicrcsi 
of the FDK’ as receiver in any asset acquia'd by the FDIC shall be valid against the FDIC, unless the 
agreement is in wnting, executed by an autlioiized officer or representative of the CFC. and has been 
since the time of its exccunon an official record of the company 2(i8(a)(7). Tins prov ision is less 
sinngeni than the common law standard under the P (hneh fhihme ease, which is codified m the FDIA 

Finality of the F PIC's Actions. 


Judicial Review . The Bill limits the role of courts during the 
resolution process In general, “no conn may take any action to 
restrain or affect the exercise of powers or functions of die receiver.” 
unless specifically provided in the Bill or at the request of die 
foccivcr of the CFC 20H(c) The Bill also removes jurisdiction of 

courts over actions for payments and dctcnnination of nghts with 
respect to assets that (he FDIC. as receiver, controls The CFC may 
bring on action in the U.S Distnet Court to challenge the 
appointment of a receiver within 30 days of such appointment $ 
204. As described above, it is unclear vvhcdier claimants can seek 
judicial review of a disallowance of a claim by the FDIC or of the 
amount of the claim awarded, as two provisions in the Bill on this are in direct conflict. Under the similar 
FDIA provisions, claimants have brought suits against the FDIC to challenge claims dctemiinnlions and 
have been awarded damages by the courts based upon (he standards and methods for determining 
damages for breach of contract long used by state and federal courts However. Uic express dtscietion 
granted to the FDIC may provide a basis for reviewing courts to give defcience to the FDIC s 
determinations and actions. 


JuUitittl Rcvln*: 

• riic I’DICNdBcivnKAuicsirt^eci (It 
IiiuKoI puiuiiil icvicvv ilii/niji (he 
tOi>t||lllitiipinte«> 

• (.'tmtpinn imiv diullattiv iltc 
iqipORiimcni 

• ol tfhlhiy filcitfiliiiH.-t 1M wvK 
liiiiiciAl uviuA III ildcninivUiuit^ )!i 
iiDcliai 

• (She? (XiiKtuift L'imI .icuuits im: 
lenniiMied or siMYcd. 


7 


www.gibsondunn.com 


New York • Brussels « Dallas • Denver • Dubai • London 
Los Angeles Area • Munich • Orange County • Palo Alto • Pans 
San Francisco • Singapore • Washington, D.C. 





73 


GIBSON. DUNN&CRUTCHERLLP 


Tcfininaticm of Actions The proposed legislation tcmiinatcs all federal or sale bankrupicx actions 
of the bonk holding compan> $ 206 On a^)plicaiion of the FDIC as receiver. an> court ^vttli jurisdiction 
over a non-cnminal judicial action to \\ hich the company is a part> shall grant a stay of such action for 
days with respect to all parties $ 2(i8(aK^) 

Director and Officer Llabill^ Directors and olTicers will not be liable to the shareholders or creditors of 
the CFC for acquiescing to the appointnicni of the FDIC as receiver, or to the acquisition, combination, or 
transfers of assets or liabilities b> the FDIC as rccciscr under § 208 § 20.^ Tins immunit> docs not 
prohibit liabililN for other actions b> the directors and officers 

Qualified Financial Contracts. 


Receiverships When the FOIC is appointed as a company "s 
receiver, counterparties to Qualified Financial Contracts 
("PPCs ') are generally staved from exercising their contractual 
rights to tcnninatc. accelerate, set-off and net. or enforce their 
security interests in collateral, where such rights are solely by 
reason of or incidental to the appointment of the FDIC as 
receiver (or the msoivcncy or tlnoncial condition of the CFC) until 5.00 p m on the tliird busuiess day 
following the date of the appointment or after the person has received notice Uiat the QFC has been 
transferred to another financial institution, which is not the subject of a teceivcrship, bankruptcy or otltcr 
insolvency proceeding § 208(cKIOKBKi) Tlic three-day penod is intended to give the FDIC time to 
choose whether to transfer all or none of the QFCs, claims and property of any counterparty and its 
afTilioics to another financial institution which is nc^ the subject of receivership, bankruptcy or other 
insolvency proceeding, including a Bridge Company $ 20K(cK^)(A). QFC countciparties can terminate 
for other defaults, such as non-payment or non-perfonnance under the QFCs, 

Hridfte Hank Holding Companies. 


The FDIC, as receiver, can organize a Bndge Company which can 
panly, or fully, assume the rights, assets, liabilities, powers, 
auihonties or pnvileges of the CFC. at the FDIC's sole discretion, 
and does not require consent of the counterparties $ 20K(h) 
Cuntmets that are non-assignabic without consent under applicable 
agivements or laws, such as personal services contracts, or 
contracts for financial accommodations (both of which are 
protected from assignment without consent under the Code), are not exempt from transfer § 
20X(h)(5)(D) Tlic Bill requires the FDIC to iivat all similarly situated creditors ofUic CFC equally when 
transfemng the assets or liabilities of the company to a Bridge Company, unless unequal treatment is 
necessary to maximize the value of assets and the present value of return tfom the sale of assets, minimize 
die amount of any loss Irom the sale or contain any serious adverse effects to the Ir.S. economy. § 
20X(h)(5)(E). The Bill may create uncertainty for creditors, because the FDIC may transfer their claims 
or the assets securing tlicir claims to the Bridge Company for les.s Uian fair value or. in the ease of a 
.secured creditor, witliout adequate protection of such creditor's secured claim. The Bill docs not provide 
any methodologies or judicial review for valuing claims or collateral securing such claims or any 
processes to contest the values assigned by the FDIC 


Thv FDIC uin immifpr piin or .til of I 
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Thk Bill Co.waredtothe KI)IA 


Because (lie Bill is based on (lie 
FDIA, there arc significani 
similarities between tlic FDIA 
and the Bill Under both (he 
FDIA and the Bill, the FDIC has 
die power as a receiver to 
operate, reorganize or liquidate 
die componv (Sec the sidebar 
For more similarities between 
the FDIA and the Bill.) Chan A 
provides a more diorough 
companson between the FDIA. 
the Bill and the Code 


IJfiilcr ibr Rill Mill the FDIA, the FDIC cun: 

• AfTDUStf tnuMuctiiMtA thdt -nM a.<;»cts or imit% to hiaiJthv Hnns. 

« kcpikimtC'biuiianonic coiltncLv 

• I iiiair mid allow ut di&allim' tlmms. 

« Avoid und iwusL't Irmuiiiloit Ifuiislurt. 

• Claim isufxnoi tiriontv lo t:lann-> cl a tnutec or Umd pimv m ii liNiiViiipic\ 
action 

-V l*iiv Imnltfd dtnmuaw loi ol coiilntclT. 

« Kopudihli: ;/Mi> fiteto cluUiC&. 

• Create bniiuc hunk:# lOid l>ndpecoiiipunic«. 

• I imit a couiiUrr^unv a nKtiiA under qualiHed fiiirtncial amtnius. aikl 

• Vniv liont iiurnuil pnicciluicH wlicti mvokinp (be "systoiuc nxk excqKKm * 


Differences Hehveen the Hill am! the FDIA. 


Dlfft'ntiiw U-hvtfvn the FDIA unil Ihc Bill; 

• I'DIA only in iiiAtired Jepo.stiury inaumions 

while the Dili applies U> CFCa, which cmi he in a 
wide y onctv ol in^tncK 

• The rOlA pfDioeci dcposUof> while Uic Dill ts 
mtciidc*.! lu pnituLt the li.S. cvotiutiiy ami (Ik ^ohal 
liTkinciul nunkclplAcu 

• I htleiA thu FDIA ''Viteniic ritfk cvtcpitftn ia uvcO. it 

hii> ir> udlierc tn llie *ieusi uist' naailuliiiii ie>t Ute 
Dill pniviil& no cheek on tlv nC a 

lustylnluMi 

• 'llie rule Itcnrc and iillowb or ducdlows clauos 
subject to jndicnil tevunv. tss pinyuksd in the ca.se 
law llic lliil ikte:! mil cleiirlY provide tor jtidicml 
itivicw nTduuini 

« ritvFDlC Deport liuUKOUO Fund i> i*> on/o. 
while (Ik SvitcitiK RcmiIiiikni Fiuid t> (UtMlud In ex 

/'•urusBcsiai Kills 

• I'Kc lOIC hun OIK tluv U> iktenmne wlmi to do with 
01 C.t uiKicr Ibc ( UtA but Ibree uikkir ihir I till 

by apply ing a regime designed for insutvd depot 
creditor, lo CFCs that ha\c significant non-govei 


Despite the numerous similarities behveen the FDIA 
and the Bill, them are notable diffcrencA^ between the 
two 

Scope of CoNcrauc The FDIA applies only lo insured 
depository institutions, a class of institutions that each 
must hold FDIC deposit insurance. The market and all 
counterparties understand that insured depository 
institutions an: subject to thorough regulatory 
supenision and an FDIA insolvency regime By 
contrast, the only common Utread among potential 
CFCs is the possibility that an adverse future event 
could have serious ripple effects for the financial 
system or the economy WTiilc some CFCs may be 
regulated as the holding company of a bank and some 
may have "source of strength*’ responsibilities, they 
are a far more diverse set of companies, with a diverse 
set of subsidiancs. Until n;centh. creditors of 
potential CFCs had no espccialions dial different rules 
could apply Hoyyever, die most difficult issues arise 
Dry institutions, yvhcrc the FDIC is ty pically the largest 
ncnla! creditors. 


Commencement of Actions . Under the FDIA. FDIC appointment as a conservator or receiver occurs 
under the frameyyork of the "prompt corrective action” regime for insured depository institutions The 
FDIA docs provide for a sy stemic risk determination as the basis for resolution actions not gcnerail) 
permissible under the normal bonk resolution scheme in the FDIA 
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Assistance Financial assistance under the FDIA gcncrallv comes Irom tltc Deposit Insurance Fund. 
\>hich is hinded from vx imte assessments on insured depository institutions. The FDiC does have back' 
up lines of credit from the Treasury to supplement the FDIC fund ' Under the Bill, the Treasury and. 
once appointed os a‘ccivcr. the FDIC would have the authonty to provide financial assistance to the CFC 
from the new Systemic Resolution Fund The Fund is initially established by obtigauons issued by (he 
FDIC to the Treasury and sold as public debt by the Treasury and replenished from amounts received first 
through the resolution process of the CFC. including (he proceeds of the .sale of or income from tlic assets 
of (lie CFC and the proceeds of the trarufer of any sccuriDcs If the FDIC caiuiot recoup the funds 
expended fiom the Sy stemic Resolution Fund from hinds generated from (he resolution process, the 
difference shall be recouped through nsk-based assessments on financial companies with over $10 billion 
in total assets. $ 203(c) and $ 20X(o). 71ie Bill also includes provisions that are intended to sinft cost (o 
shareholders and unsecured creditors 

Least Cost Resolution Test Except when a systemic nsk exception is authorized (as was done for the 
first lime in 20()X). the FDIC must meet a statutory "least cost resolution'" standard when determining the 
resoliilion of a failed bonk, which includes an estimation of the cost of liquidation and the terms of any 
F&A transaction with a healthy bank In almost every ease, a P&A transaction in which a strong bank 
takes over all insumd deposit accounts (and. more recently . all deposits). a.sscts and other obligations, as 
negotiated, occurs simultaneously with the action to place die failed bank into a tcccivcrsliip Some of 
these transactions are supported by FDIC assistance and some include a payment by the successor to the 
FDIC The Bill has a less demanding and novel standard; the Treasury and the FDIC must consider only 
the effectiveness of mitigating adverse effects on the economy,, and ensure that shareholders are not paid 
until all other claims arc paid, unsecured creditors arc not prevented from bearing losses and (he former 
management IS removed $203<d). 

Documcntalion Requircmcnis The Bill significantly relaxes the POvrwh Puhmv documentation 
requimments codified m tlic FDIA. The Bill requires only thoi a contract be in writing, executed by the 
company's authorized officer or representative and have an ofTicial record of the company since its 
execution § 2()8(a)<7) By contrast, the FDIA requires extensive documentation recognizing the validity 
of a contract in FDIA proceedings 

Pnontv of Unsecured Claims Under the FDIA. the claims of depositors (and llie FDIC as subrogee for 
depositor claims paid) one given pnonty over other unsecured creditors Such depositor pn.*fcrencc is not 
relevant in (lie Bill because no potential CFC is an insured depository institution The Bill gives pnoriiy 
to claims of the United States against the CFC (eg., for assistance payments) over other unsecured 
creditors In addition, the Bill allows any obligation "necessary and appropnate" for (he smooth 
resolution of the CFC (o qualify as on adnnnistralivc expense, which is given the highest pnority level 
among unsecured creditors. 

Maximum Liability Cap Under the Bill, a claimant is entitled to receive only the Liquidation Amount 
Under the FDIA. a claimant is entitled to receive the amount it would receive in a liquidation of the 
institution w ithout a transfer of the asKts to a Badge Company or the purchase of such assets by the 
F-’DIC. as determined by (he FDIC. but arc only paid to the extent Uiat funds or* available at that particular 
FDIC pnonty level 


In acklilion. as exercised For lUc fust tune in 2IKIX. (lie Federal Rcscnc lios its own e.xiniordinary ossistHnee 
powers The Bill docs not Emil llicsc powers and llicir role under llic new regime 
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Chartcnti^ of B^d^c Companies . These provisions an: lai^clv parallel, although the proposed Bill 
autliorizes the FDIC to create Bridge Companies with a federal corporate charter Under the FDIA. the 
Office of the Comptroller of the Currtnc) provides a standard national bonk charter to a bridge bank 

Stay of Legal Actions The FDIC can tcmporarilv enjoin ans judicial action, whether it is cnminal or 
civil against a bonk being resolved under the FDIA Similarly, the appointment of the FDIC cenninates 
any bankruptcy actions automaticaJK . and the FDIC as receiver can request that the court overseeing anv 
non-cnminal judicial action grant a stay for ^1 days. 

The Dili, rovipAWEDTo the Bankrupicy Code 

The Bankruptcy Code governs the vast majonty of the insolvency cases m the United Stoles involving 
non-rcgulatcd entities Generally, in a chapter 1 1 ease (reorganization) under the Bankruptcy Code, the 
board of directors and managcniem of the debtor remain in control of the company as debtor in 
possession ("DIP") In a ease under chapter 7. a trustee is appointed to liquidate the debtor's business 
and/or assets The bankruptcy court plays a critical role in both chapter 7 and chapter 1 1 cases Among 
other things, it must approve actions token by a DIP or trustee outside the ordinary course of business 
and. in a chapter 1 1 ease, must confirm the plan of reorganization under the standards set forth by the 
Code Creditors an: rapa’sented in the process and have input in the Court's decisions By contrast, the 
Bill grants the FDIC broad discretion to manage the operations of a covcukI financial company, witli little 
judicial oversight and no opportunity for creditor participation dunng die resolution process 

At a fundamental level, bankruptcy is intended to protect creditors' nghts as the debtor either liquidates or 
reorganizes. In contrast, the FDIA protects dcpositoi?. The Bill by contrast is not intended to protect any 
one group of creditors, but instead is intended to protect confidence in the baitking system and to stabilize 
die financial sy stem. As sucli. the legal and procedural aspects of these regimes should be compared and 
assessed against this backdrop See Chan .A for such comparison Below are several notable dilTcrcnccs 

■Assistance No governmental assistance is available to companies under die Code. 

Powers of the? OrpaniTahnn or Persons in Chanre of the Company Once the FDIC is appointed as a 
receiver, it replaces existing management is cliargcd w ith the operation of the company and needs no 
appro\aJ from any governing body, such os a board of directors or court to operate, make contracts or 
otherwtse control die CFC. The FDIC may provide certain forms of assistance to the CFC. uicluding 
guarantees of the CFC's obligations 

By contrast while die DIP or a chapter 11 inistce can operate the company m the ordinary course of 
business, almost oil actions outside the nomia) course of business require Bankruptcy Court approval 
Similarly, many actions by a chapter 7 trustee are subject to bankruptcy court approval, with an 
opportunity for creditors to be heard 

Judicial Review Under the Bill, judicial review is limited during the resolutions process, but litigation 
regarding claims delcmiinahons may be possible. In contrast, the bankruptcy court must aflimiatively 
grant pnor approval of non>ordmary courses of action by the DIP or the trustee. In addition, creditors con 
seek relief from die Bankruptcy Court Bankruptcy Court rulings arc subject to appeal 

Pnontv of Unsecured Claims Trcatmeni of unsecured claims vary greatly between the Bill and the 
Bankruptcy Code. While both the Bill and the Code require administrative expenses to be paid in hill, 
before unsecua’d claims are paid, under the Bill, any debt owed to the Linited States government must be 
repaid in full before any other unsecured creditors are paid In contrast, the Code places a higher pnontv 


11 


www.gib9ondunn.com 


New York • Brussels Dellas • Denver • Dubai • London 
Los Angeles Area • Munich • Orange County • Palo Alto • Pans 
San Franosco • Singapore • Washington, D.C. 




77 


GIBSON. DUNN&CRUTCHERLLP 


on ccnain ctnploycc and tax claims, but docs not require obligations (o the United States goveniment 
be paid in full ticforc an\ other civditors arc paid If Uk United States has entered into an ordinar> 
contract with the debtor, under the Code, the United States may be a general unsecured creditor of the 
debtor, where under the Bill, an\ obligations owed to it would be paid first 

Secured Claims . Claims under the Code are secured up to the \aluc of the collateral Over-secured 
creditors' claims receive post-petition interest on the claim Tlic value of the collateral is determined in 
light of the purpose of the valuation Thus, saiuaiion for reorganization purposes will be based on 
reorganization value Under die Bill, the F01C can reject all or a portion of any secured claim that is not 
proven to its satisfaction The FDIC may not avoid a legally enforceable or perfected security interest in 
the assets of the CFC unless such interest was taken in contemplation of the institution s insolvency or 
wiU) the intent to hinder, delay or defraud the institution or its creditors Tlie FDIC is silent as to the 
methods to value the collateral secunng a claim 

I’ncqual Treatment of Similarly Situaied Crexfitors Under the Bill, the FDIC can treat similarfy situated 
claimants unequally if the FDIC determines (hat unequal treatment is necessary to maximize the value of 
the CFCs assets, minimize losses, or contain adverse effects on the financial stability of (he U.S 
economy In contrast a guiding principle of the Code is that similarly situated creditors must be treated 
similarly 

Fraudulent Transfers Under the Bill, the FDIC has a right to avoid a transfer of an inlcrcsl that was made 
within five years of the date the FDIC was appointed as a receiver if the transfer was made with the intent 
to hinder, defraud, or delay the company or (he FDIC It is unclear whether state fraudulent conveyance 
laws are applicable in the resolution regime The Bill also allows tlie FDIC to avoid any security interest 
Token in "contemplation of the CFC's insolvency.'^ The Bill provides no guidance on the meaning of "in 
contemplation of' and unlike the fraudulent transfer provision, contains no temporal limitations with 
respect to such tmn.sfcrs For example, under the Bill as draped, it would be possible to avoid a transfer 
completed ten years pnorto a CFCs insolvency . 

The Code provides for two types of fraudulent transfers ’actual fiaud.** which involves the intent to 
defraud creditors, and 'constnictivc fraud.** which involves a transfer, mode in exchange for inadequate 
consideration. A fraudulent transfer may be avoided if it was mode or incurred on or within two years 
before* the date of the bankruptcy filing In addition, the Code also provides for the avoidance of 
prcfbrenccs. which are transfers made to or for tire benefit of a creditor, for or on account of on antecedent 
debt made while the debtor was insolvent, which results in the creditor receiving a greater distnbution 
than it otherwise would have m a hy }x>thettcal chapter 7 distnbution. made within the 90 days (or one 
year if the traiisfcrv^o was an insiderf pnor to the date of (he filing of the bankruptcy petition State 
fraudulent conveyance laws are* incorporated by reference under the Code 

.\ssumpuoii/Rcicction of Contracts Lender the Bill, the FDIC can assume and/or assign any contracts, 
w itlioui consent of the counterparty . and can reject contracts it determines arc 'burdensome ** Under the 
FOIA, contract determinations have been litigated, and courts have applied contract law remedies when 
detennining whether the FDIC os receiver appropnatcly dotennined the remedy and award for its contract 
repudialionA>reach 

The Code allows the DIP/trustec. w ith approval of the Bankruptcy Court, to reject burdensome executory 
contracts (contracts where continuing obligations exist for both parties to the contract) or. alternatively, 
assume and/or assign such contracts if it is m the best interest of the estate and ifliie DlP/irustee cures any 
default, compensates for any damages resulting from such default and provides adequate assurance of 
future performance under the contract Generally, contracts may be assumed or assigned without con.scnt 
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of the counterportN unless applicable lau prcvcnts it or tlie contract is one for financial accommcKlations 
to the debtor 

Maximum Liabilities Cap Under the Bill, a creditor's recoven on a claim is capped at the Liquidation 
Amount, or the amount a creditor s\ould receive if the entire CFC were liquidated under chapter 7 of the 
Code or state insolvency law B> contmst a claimant's recoverv under chapter 1 1 of the Code is not 
limited to such claimant's chapter 7 rccoverv and. indeed, chapter 1 1 reorganizations gcncralK yield 
reorganization value that results in increased rccovcncs to creditors above the chapter 7 recover) amount 

Qualified Financial Contracts As discussed above, the treatment of QFCs is complex, but generally, 
where the FDIC is appointed as receiver, the non^CFC counterparties to QFCs arc stayed for no longer 
Uian three days from exercising their contractual nghts to terminate, accelerate, set-off and net. or enforce 
their secunty interests in collateral, based solely on the reecivciship. the insolvency or the financial 
condition of the CFC. By companson. the Code docs not stay QFC counterparties' ability to c.xercisc 
their contractual rights to terminate or accelerate the obligations of parties, enforce scairity interests, or 
set-off the mutual debts and claims 


tfV regard this memoramium ami the accompanying chart a> a work in pntgress. '/he length anti 
complexity o/ilw profmsed hills and the comp/exiiy and rami fications of the Issues involved mean that 
there arc probably issues that we have nut discussed that should be included. Further, althftugh hc /mvc 
worked hard to make tltese materials an acairaic discussion of this legislation, we imtv mv have 
succeeded tn every instance. ACrORjmGLY. md.COMI-:- /NIVCFf) fNim -YOUR 

('OA'/MFNTS and CHfT/('/SMS. Our websites will allow wu to access u/w/oted versions of this 
memoram/um. and we encourage ysm to communicate your comments, corrsaions, and thoughts directly 
to us \na c-mail at the addresses below. Or. of course, you may conUKt any of us the olcf/ashioned 
by telephone or by fax, at the numbers listed below, ffe Utok forward to hearing from you. 

i "buck Muckenfiiss. Michael Hopp. Michael Rosenthal atul Janet 


Cantwell F. Muckenfuss. HI 
( '.1 fitckenfuss'evvibsmiiiunn ciun 


Michael Bopp 

•t //iftppcojgih.wudunn. com 

Janci M. Weiss 
(2121 3,^F3m 
JtYei.KsrugibsonduHn com 


Micliacl A. Roscnllial 
(2/2) 33F3m 
S /Rosenthal a gibsondunn. com 

RaclKl Casiclino 
(2/2) 3SF24Q3 
RCastelliumgthxondumi.com 


Adam Clicn 
(212) 351-2327 
:\Cben'agib.\ondiinn. crmi 


Aditi Pniblui 
( 202 ) 955 - 1^252 
,t/^rahbu'iigtbsondunn.cotu 


AIm) viwlnbulm^ to tliciic nitUcnulx is Kuhert C iiugcr, PolomNt talking CointUliiig. iiitd Kdncd l omm fNiUier. 
OibsNtn. L>uai A(.’niU:hal.LF-2U2>32'M8V7. robcncngtir’avinail com or rcii|^<irctirud}ianncr.gjbMMuluim com 


13 


www.gib5ondunn.com 


New York • Brussels « Dellas • Denver • Dubai • London 
Los Angeles Area • Munich • Orange County • Palo Alto • Pans 
San Francisco • Singapore • Washington, D.C. 




79 


ATTACHMENT 2 


aL 

tu 


u 

H 

s 

u 

z 

z 

3 

Q 

z' 

o 

CD 

a 


c 

CC 

a 



■S g § 

MJ tj ^ 
^ (Z 

.- = s 
<2 n ^ 

lit 


■sr fg 

■i| ® ! 

S I J 


o 2 S o 


e 

o ^ 

■3 a 


"iS 

T » E 

•gal, 

c ~ K -5 


I i 5 i 

a s I w . 


1 a s S, 


•i i o 

sf I 

S S s 

I a £ 

_ § S. 


5| “i'l 

5 so g a 

5 5 a 8’ 

lla# 

” u 

o "S £• fi:. 
- S § u 

S - =.x 

1-2 1 . 
geo* 

= 2 - 


!i 1 

1 s s 

u<S § 

al i 
ill 
!" ■= ■“ 
s c 
« 

E- & ^ 
a 2 S 


«■ - 
S Ji 
§ o ^ 

til 

« 

i t-S 
^ J 'o 


2 0^ 
s “i 

<s — 


: 1= 2||i^ ^ 

‘ . i -a e ^ 

^ 50 «- n o -r « 


> £. « •» 


2 il 


§iS 


ll 


c -c - 
2 8 
-f £ : 

o 

V 


— « S £ ^ 


■■'■2^2 3 

Is §5 I 

- "IS I 

» 5 oi ® -j 

g' e I " 

^ g II 4 ' 

1”^ 

c * 

o. — 


o i c = 

^ C ” a 
« o e 

liil 

i.f|i 

S 5 S m ! tC 


i > 
I C 


111 
i v*® ® 
I -Ji s! 

■ S s s 

i 2 ^ -S 

ill? 

• ^ 

o a .c 

l§i 

"11 


“■ »•§ i 
I M g 

£■1 < ,S 
’■■2 P t 

I at I 
sP^i 

ft ■» « 

”. a s - 

■o C ^ 

li^i 

fill 

|2^a 

J=l| 

a 5 2 S 
5 . 1 = 8 

" 5es 


s.e 


2 S 


si 


lili 

a S 1 = 


J "2 S 
D ; Ur 

“• S .» 

^ e £ 

2 8 " 

21-^ 

a C ^ 

« i J 

, « J 

ii- 

ts 

= §-5 =p 

0 =5* 

s 2 ^ fs o 

s 1 .” ° 

2 8 5-:a 

U C c ^ 

■S 8 J-g 
'=1 t.a 

3 s i 2 

s |ll 

O 50^ 

1*2 

j i-s 2 

9 — ' ^ 


■5 -Mi 


S 2 ' 

ili 

?<; 


I 

5 u 

O . 

i|: 

•SiS 

i'l. 


JSl- 

E ^ 


f s a 
5 g ® S 
" J e “■ 
« # 2 
:i ^ 3 

3 S- s 

5 ■' ^ n 
3 2 m — 

s 5 a 


3 5P » 
-= V sr 


5 i'Ji -g w a .£ 


s t i 1 

1 1 rc 

a S, g «* 

■ 

3 si C 

si ::> 

^ U 3 u 

If of 

j e s 
= £23 
8.E ? 

ft u 
t S 2*= 
5 o '® S £ 
'*. E -a a 
«•’ ^ a ® 
:: - -.5 


t? 

£a,«I f 

? s-|,i e 
aV.gl I 

C 5 c a ts 

I si' 3 

p '*• o ■= 

..g-f 1, « *® 

|o| 12 

^ t i"§ 
lilil 

= '- S 8 § 

iiS . 2 

O'} •£ . . 4» a 

2 Si5;>l 

“ c « o «• 

f s *-* r. s 

2 |g 

a O N'.S 1 


S o 

Is 

s r g §■'■ S 5 £■ a . g 1 1 

H'S si 


E < a ^ 

I 8 .S 5 
^ c a. *2 

g g -5 


lol 

I 4 I 

■f c E 
go,. 

1'^ 

^ 1 = 

fey 


ft V 9 

• g .= 2 


S 2 >• 
P — - 
2 5 

l!» 

o a| 

II! 


3 °:? I 

'tit i 

= |li 

G li. a O 

f J-ga 

® .T *3 
E -' SCq - s ; 

^ I 2 s- 
sill 
ill I 
I = ^ § 

OS — 

s ® "a ^ • 

|l^ i I 

1 “S ® 1 


“Ills 

Ij ^ I i 


sjin 

li^li 

^ ^ ^ 3 

-S g - 

cl 2 

2 1 “o 3 
p b J 2 bC 
.« 3 «* d. 
4/1 8 S 

g * 5 2 3 

.1‘S I 

. =,S‘-' I 


3 o 5 S 5) 

^ O c 7 } ^ 


.) 



li 


i i 

I f 
if 

it 




80 



§ 




o 



iS 

s< 

o 


2 

1 

2 

o 

e 


§ 

5 



r* 













81 








82 





83 





84 





85 





86 





87 









88 





89 





90 









91 












92 





93 





94 





95 





96 





97 











98 



8 . 

Ji 


I I 
8 1 


1 s 


& o S 

^ e 1 

g •* ti! 

I 

4 <- s 

- ® s 

5 C J 

•9 S » 

If i 

1 s ^ 

3 S< 9! 

|1 e 

J| I. 

Si §1 

ii « JS a 
P 5 P * 




99 





100 




























102 








103 













104 








105 


e£ 

UJ 


Z 

=) 

a 

z 

o 

c/: 

S 

O 





Mr. Johnson. Thank you, Mr. Rosenthal. 

And last, but not least. Professor Calomiris? 

TESTIMONY OF CHARLES W. CALOMIRIS, HENRY KAUFMAN 
PROFESSOR OF FINANCIAL INSTITUTIONS, COLUMBIA BUSI- 
NESS SCHOOL, NEW YORK, NY 

Mr. Calomiris. Thank you, Mr. Chairman, distinguished Mem- 
bers. It is a pleasure to appear here today. 

I am going to address briefly in my oral comments two issues — 
the best way to reform laws and regulations governing the resolu- 
tion of large, complex, non-bank financial institutions, and sec- 
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ondly, some antitrust issues related to the approval of bank merg- 
ers. 

With respect to the first, I want to focus a bit on the decision- 
making process in reality that produces bailouts. Experience has 
shown that political risk aversion favors bailouts even when they 
are not necessary and is too generous in the bailouts when they are 
performed. 

Which regulator will be willing to risk a systemic meltdown on 
their watch and face the potential political backlash that would ac- 
company it if they have ready-made taxpayer funds that they can 
pay out instead? 

Creditors of failing non-bank financial institutions are aware of 
policy-makers’ risk aversion, demonstrated by the series of bailouts 
beginning in 1984, with what is now widely regarded as a political 
and regulatory overreaction to the failure of Continental Bank, the 
first example of the application of the too-big-to-fail doctrine. 

Creditors use that risk aversion to exaggerate their own vulner- 
ability to shocks and to obtain more generous protection from tax- 
payers. 

A Washington Post article that came out today, written after my 
testimony, has the following quote in it in discussing the AIG bail- 
out and why creditors received no haircuts in the AIG bailout. 

Quote — this is a quote from the New York Fed’s general counsel, 
who was part of the negotiation — "In its negotiations with its 
counterparties, AIG just didn’t have the same bargaining power 
that it did with the Federal Reserve standing in the background. 
The only sensible outcome was to give them what they were legally 
entitled to.” In other words, zero haircuts. 

I would be happy to talk with you more about that. But what the 
general counsel of the New York Fed is saying is when the Fed is 
involved, we are just not tough negotiators. And I think that is ex- 
actly what happened in the AIG bailout. 

Bailouts, as most recently illustrated by AIG’s experience, keep 
counterparties and creditors whole because there is no way, short 
of bankruptcy, under current law to force them to bear a loss. 

In other words, the game of chicken between government agen- 
cies and creditors is one that the government is likely to lose, as 
they did with AIG’s creditors, when trying to convince creditors to 
share in losses, which means taxpayers end up bearing all the loss. 

Now, there is broad consensus that this status quo is not accept- 
able, and we all understand it is not going to be changed just by 
bold statements. Reform must create a means to transfer the con- 
trol of assets and operations of a failed institution in an orderly 
way while ensuring that shareholders and creditors of the failing 
firm suffer large losses. 

Those outcomes are essential if the resolution of failure is to 
avoid significant disruptions to third parties and also avoid bailout 
costs to taxpayers accompanying the — the bailout. 

Two approaches have been suggested — one, bankruptcy reforms, 
and two, the creation of an administrative resolution authority. 

Critics of creating an administrative resolution authority rightly 
argue that placing discretionary authority over resolution in a reg- 
ulator is likely to institutionalize generous, too-big-to-fail protec- 
tion, just as I have argued it would. 
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But despite the arguments that I believe favor bankruptcy re- 
form as an approach, it is not clear whether the government can 
credibly pursue a pure bankruptcy approach even if doing so were 
economically desirable. 

The problem is a political one. An economically defensible tough- 
love bankruptcy system might encourage, for reasons associated 
with political risk aversion, ad-hoc resolutions to occur outside the 
reform bankruptcy process, just like AIG. 

And for that reason, I believe it would be desirable to establish 
a hybrid bankruptcy resolution approach which predefines and 
thereby constrains the way administrative resolution would occur. 

I am part of a bipartisan task force put together by the Pew 
Trusts, which is about to release a report, a large part of which has 
to do with how to structure such a bipartisan compromise that 
would create this hybrid resolution. And I will be happy to discuss 
it more. It is referenced a bit in my testimony. 

I know I am running out of time. I want to focus briefly on what 
to do about antitrust. In my testimony, I describe my own experi- 
ence as an advisor to the attorneys general of Massachusetts and 
Connecticut and the problem there with the politicization of the 
antitrust process in the case of the Fleet-BankBoston merger. 

My conclusion from that is that we need to have undivided au- 
thority vested in the Justice Department Antitrust Division, and it 
needs to have budgetary autonomy. The Fed needs to get out of the 
process, and we need to make sure that the Justice Department is 
politically protected. Thank you very much. 

[The prepared statement of Mr. Calomiris follows:] 
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Chairman Conyers, it's a pleasure to appear before you and the Committee 
today. I will address two broad sets of issues: (1) the best way to reform laws and 
regulations governing the resolution of large, complex nonbank financial 
Institutions, and (2) antitrust issues related to the approval of bank mergers. 

I. The Resolution of Failures of Large, Complex, Nonbank Financial Institutions 

In the wake of the ad hoc bailouts of AIG and Bear Stearns, and the 
bankruptcy of Lehman, policy makers seeking to avoid having to make the choice 
between undertaking taxpayer-financed bailouts of risk takers and permitting 
potentially disruptive liquidations are struggling over whether and how to 
improve the resolution process for nonbank financial institutions. 

One approach would be just to do nothing, have the government resolve 
never to assist failing nonbank financial institutions, and let the chips fall where 
they may. What is wrong with that approach? 

Some argue that we learned from Lehman's failure the necessity of being 
prepared to assist a failing nonbank financial firm in order to avoid the costs 
borne by others from its failure. Lehman, according to that view, illustrates how a 
large, complex firm's failure can disrupt the broader network of financial 
transactions. Such a failure may entail opaque losses on counterparties and 
creditors of the failed institution, and a scramble for liquidity in response to those 
opaque losses can ensue, increasing the haircuts set in markets on illiquid 
collateral and raising demands for cash. This can cause risky asset prices to fall, 
driving down bank equity capital, and causing counterparties and lenders to 
contract the supply of contracts and loans, or to become insolvent. Such 
disruptions can have significant social costs. 

People who are skeptical of the possibility of such costs should remember 
that the London clearing banks voluntarily pooled their resources to bail out an 
investment bank in 1890 (Barings) Just to avoid the potential disruption that its 
failure might have had on their positions. French bankers orchestrated a similar 
privately funded bailout of the Paris Bourse in 1882. Bankers put their own money 
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on the line because they perceived the risks of a liquidity crisis resulting from the 
failure of a large nonbank financial institution as real. 

Whether the costs to the financial system were actually large in the case of 
Lehman Bros., however, is a matter of lively debate. There was lots of news 
happening around the time of Lehman's failure, not least of which were the many 
dire public statements by the Fed Chairman and the Treasury Secretary, which 
had a palpably negative effect on market sentiment and caused fear to spread 
throughout the financial system. As many financial experts, including Stanford's 
John Taylor and, Richard Sylla of NYU's Stern School, have argued, the approach 
taken to "selling" the nation on the TARP plan displayed a lack of cool-headed 
leadership, which magnified the effects of financial shocks and encouraged panic. 

Furthermore, better financial policies between March and September 2008 
likely would have prevented Lehman's failure from occurring in the first place, 
rendering a bailout unnecessary. Whether or not one supports the bailout of Bear 
Stearns in March 2008, it was known in March 2008 that Lehman was at risk; 
financial regulators should have pressed Lehman and other investment banks to 
raise capital in the spring or summer of 2008, when markets for raising capital 
were open and when Lehman's and others' stock prices were still high. If policy 
makers had forced Lehman to raise substantial equity capital in the spring or 
summer of 2008, its failure could have been avoided. Lehman's decision not to 
raise capital, and instead to sit on its hands for six months to see whether its stock 
price would improve, reflected its belief that it would also obtain a bailout. 
Moreover, if policy makers had been able in March 2008 to credibly commit not 
to bail out Lehman, Lehman likely would have decided on its own to raise capital 
in the spring or summer of 2008. It is reasonable to conclude that the Lehman 
failure was avoidable, and was caused by bailout expectations. Thus, it is hard to 
argue from that perspective that Lehman's failure teaches us the advantages of 
generous bailout policies. 

Despite these legitimate arguments in favor of the avoiding nonbank 
financial firm bailouts, there are legitimate reasons to doubt the feasibility of such 
a commitment, even if one believed that it would be desirable to do so. Many 
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economists, politicians and regulators believe that the costs of Lehman's failure 
were large, and that spillover costs could be similarly large for a nonbank financial 
firm's failure in the future. It is hard to imagine what evidence could be produced 
to disprove those beliefs, even if they are wrong. The genie is out of the bottle, 
and even if it would be better for us to just let the chips fall where they may (and 
there is a respectable argument that it would be better), under the current rules 
of the road, worries about "systemic risk" will likely result in more decisions to 
prevent failure. 

This is especially true when one considers the decision making process that 
produces bailouts; experience has shown that political risk aversion favors 
bailouts even when they are not necessary. Which politician or regulator will be 
willing to risk a systemic meltdown on their watch and face the potential political 
backlash that would accompany it? Creditors of failing nonbank financial 
institutions are aware of policy makers’ risk aversion (demonstrated by the series 
of bailouts, beginning in 1984 with what is now widely regarded as a political and 
regulatory overreaction to the failure of Continental Bank - the first example of 
the application of the too-big-to-fail doctrine); creditors will use that risk aversion 
to exaggerate their own vulnerability to shocks, as a means to obtain more free 
protection from the government (i.e., avoiding "haircuts"). 

Bailouts, as most recently illustrated by AIG's experience, keep 
counterparties and creditors whole because there is no way short of bankruptcy 
under current law to force them to bear a loss. In other words, the game of 
chicken between government agencies and creditors is one that the government 
is likely to lose (as they did with AIG's creditors) when trying to convince creditors 
to share in losses, which will mean taxpayers will bear all the losses. The "holding 
up" of taxpayers by threatening regulators and politicians with the prospects of 
dire consequences for society if even small amounts of loss are borne privately 
has large social costs; not only do taxpayers suffer inordinate losses, the 
incentives from that loss-sharing arrangement lead to excessive risk taking by too- 
big-to-fail firms in the future. 
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There is broad consensus that this status quo is not acceptable, and it will 
not be changed by bold statements alone. We cannot simply pretend that under 
current laws our policy makers can (or should) commit never to bailout insolvent 
nonbank financial firms. Reform must create a means to transfer the control of 
assets and operations of a failed institution in an orderly way, while ensuring that 
shareholders and creditors of the failing firm suffer large losses. Those outcomes 
are essential if the resolution of failure is to avoid significant disruptions to third 
parties, and also avoid bailout costs to taxpayers and accompanying moral-hazard 
costs. 


Two approaches to addressing the problem have been suggested: (1) 
bankruptcy reforms that are tailored to the needs of nonbank financial 
institutions (an approach favored by most Republicans in Congress, and 
exemplified by H.R. 3310), and (2) the creation of an administrative resolution 
authority (which is favored by most Democrats). After reviewing the pros and 
cons of these two approaches, I will show that a hybrid - bankruptcy reform with 
a resolution authority loophole - may be a superior policy choice than either of 
the two approaches currently on the table. 

Critics of creating an administrative resolution authority rightly argue that 
placing discretionary authority over resolution in a regulator is likely to 
institutionalize too-big-to-fail protection, given the aversion to imposing losses on 
creditors that we have seen over the past 25 years of U.S. bailout history. That 
insight is central to the argument that bankruptcy reform, rather than the 
establishment of a resolution authority, is the best means to eliminate too-big-to- 
fail protection. 

But, despite the arguments that I believe favor the bankruptcy reform 
approach, it is not clear whether the government can credibly pursue a pure 
bankruptcy approach, even if doing so were desirable. The problem is a political 
one: An economically defensible, "tough-love" bankruptcy system might 
encourage (for reasons associated with political risk aversion) ad hoc resolutions 
to occur outside the reformed bankruptcy process (i.e., a repeat of AIG). 
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For that reason, I believe it would be desirable to establish a hybrid 
bankruptcy/resolution approach, which pre-defines (and thereby, constrains) the 
way resolution would occur outside of bankruptcy, if it were to occur. If, to avoid 
ad hoc bailouts, the creation of some form of resolution authority loophole is 
desirable, it should be crafted, and can be crafted, to substantially limit the risk of 
taxpayer loss and the adverse incentives consequences that accompany it. Below, 

I discuss the pure bankruptcy approach, the pure resolution authority approach, 
and the hybrid bankruptcy/resolution authority approach that I am 
recommending.^ 

The Pure Bankruptcy Reform Approach : House Republicans have made a 
good start toward bankruptcy reform in H.R. 3310, but I would add several 
elements to address shortcomings of existing law as applied to complex nonbank 
financial institutions. Those shortcomings include: (1) the need for international 
coordination in establishing jurisdictions over assets (deciding which courts 
control which assets), (2) proper ways to structure payments on maturing 
contracts and debts, and debtor-in-possession (DIP) financing, to ensure 
continuing liquidity in the market for counterparties and creditors, and (3) the 
need to avoid the gaming of creditors' voting rules due to the hedging of 
creditors' exposures through derivatives positions. 

With these problems in mind, my additional suggested bankruptcy reforms 
would focus on (1) establishing "living wills" of financial firms, approved in 
advance by regulatory authorities and governments in the relevant countries, so 
that locations of assets and Jurisdictions are clear, (2) improving the rules 
governing payment of maturing debts and DIP financing so as to limit damage to 
third parties from frozen assets (e.g., using conservative valuations of the 
institutions' assets to permit fractional payouts to short-term debt holders in an 
amount less than the estimate of their ultimate recoveries, on the condition that 
they relinquish their claim to additional payments in the future), and (3) 


' The hybrid approach outlined below reflects discussions I have participated in as a member of the Pew 
Trusts Task Force on Financial Reform. The approach is broadly consistent with the proposal put forth in 
the forthcoming report of the Task Force, "A Bl-Partisan Policy Statement," although the Pew Task Force 
did not offer details for an appropriate triggering mechanism for administrative resolution. 
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establishing new voting rules for creditors in bankruptcy that would better 
encourage efficient renegotiation. 

The Pure Resolution Authority Approach -. The motivation for a new 
resolution authority, administered by a financial regulator - which is supported by 
the Obama Administration and many Democrats in Congress - begins from the 
premise that bankruptcy reform (especially cross-country coordination) will take 
time, will be too Inflexible, will not prevent financial network disruption, and thus, 
will not prevent the holding up of taxpayers via bailouts to avoid those 
disruptions. 

I am not convinced that the technical problems alleged by critics of 
bankruptcy reform would make bankruptcy reform unworkable; I believe that the 
problems of International coordination are challenging but not intractable, and 
that It Is possible to make significant improvements to the bankruptcy code that 
would speed efficient and timely renegotiations, while avoiding significant 
disruption to counterparties and creditors. 

But, as I noted before, I see a political risk from relying only on bankruptcy 
reform: a tough-love bankruptcy regime might encourage regulators or politicians 
in the future to choose ad hoc bailouts instead of relying on bankruptcy, either 
because of special-interest pressures, or because policy makers are extremely risk 
averse about spillover effects. If that happened, then bankruptcy reform would 
not accomplish its central objective of avoiding taxpayer-funded bailouts. 

For that reason, it is worth considering how resolution authority might be 
helpful as a supplement to bankruptcy reform. The key problem with the 
resolution authority alternative currently being advocated, however, is that it is 
likely to be abused, either as the result of pressures from special interests or as 
the result of the risk aversion of political or regulatory actors in the midst of the 
crisis. Resolution authority as it has been proposed would be too generous and 
would institutionalize the too-big-to-fail problem, rather than avoid it. 


A Better. Hybrid Approach : Under a proposed hybrid approach (which is 
closely related to a recent proposal put forward by the Pew Trusts Task Force on 
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Financial Reform, of which I am a member), the new bankruptcy process would be 
employed unless strict criteria were met to trigger a resolution process.^ The 
resolution process would (1) impose 100% haircuts on stockholders and minimal, 
significant haircuts on all creditors and counterparties (say, 20%), which would 
ensure that creditors and counterparties would be more careful in granting credit 
to high-risk firms, (2) require ex post funding of the costs to taxpayers by the large 
financial institutions that presumably benefit from the use of the resolution 
authority (say, the 100 largest financial institutions), up to an amount equal to 
half of the aggregate net worth of those institutions, and (3) require both that 
Congress vote to allow the resolution authority to use taxpayer funds to backstop 
privately funded protection, and that a (value-weighted) majority of the financial 
institutions that would be liable for the cost of the resolution also vote in favor of 
using the resolution authority.^ 

A time-honored principle of incentive-compatible bailouts is that 
government should take a senior stake in support of a coalition of private sector 
firms, who bear the first tier of losses during bailouts. That approach underlay the 
successful resolutions of the Paris Bourse in 1882 and Barings in 1890. It is also 
broadly consistent with the rules governing assistance to many U.S. banks from 
the Reconstruction Finance Corporation (RFC) in the 1930s. RFC assistance forced 
stockholders of banks receiving preferred stock investments from the government 
to accumulate additional equity capitai (which protected the government from 
extreme loss) as a condition for receiving preferred stock assistance. In other 
words, in crafting its bankruptcy/resolution policy reforms, government can and 
should rely on the self-interested behavior of market participants to prevent the 
Institutionalization of too big to fail. 


^ As proposed by the Pew Trusts Task Force on Financial Reform, "A Bi-Partisan Policy Statement," 
November 2009, interim liquidity support could be provided for a brief period of time pending the 
decision over whether to opt for administrative resolution. 

^ It is possible to argue for different voting thresholds. A super-majority threshold could be justified on 
the grounds that only extremely severe ramifications for the financial system should give rise to the 
administrative resolution mechanism. A less-than-majority threshold could be justified on the grounds 
that resolution would prevent others, notably consumers and borrowing firms, from suffering costs of a 
credit crunch even when the majority of banks would not want to risk absorbing losses to prevent a 
credit crunch. 
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The proposed hybrid approach depoliticizes the decision to employ 
administrative resolution by forcing the private sector to share decision making 
authority, and financial responsibility, for bailouts. If the private sector were 
forced to pay for bailouts, and were given a role in deciding whether to 
implement bailout authority, we would be able to avoid politically driven 
excessive risk aversion when deciding whether a bailout is really necessary and 
how large the haircuts to creditors should be. This was precisely the logic applied 
by the designers of FDICIA in 1991; FDICIA required that support to distressed 
banks by the FDIC beyond what could be justified in a least-cost resolution 
calculation would have to be paid for by a special assessment on surviving banks, 
proportionate to their outstanding deposits. That was meant to ensure that the 
surviving banks bearing both the costs of bailouts and the benefits of reduced 
"systemic risk" would lobby to prevent unnecessary bailouts from occurring. 

II. The Inadequacy of Antitrust Enforcement in Approving Bank Mergers 

With respect to the second topic of today's hearing, namely the potential 
for improving antitrust enforcement of bank mergers, I would stress that current 
antitrust regulation in banking is inadequate, and that - while expedited approval 
of mergers during a crisis is desirable - it would be undesirable to permit the 
proposed expedited approval of bank mergers under emergency circumstances 
without also substantially improving regulatory oversight of bank mergers. 

The Fed and the Justice Department share responsibility for antitrust 
enforcement when approving bank mergers, but in practice, the Fed has played 
the dominant role, and both regulators generally have been a rubber stamp. I 
want to emphasize, lest I be misunderstood, that bank consolidation, 
deregulation of interstate branching, and the deregulation of bank powers 
restrictions played no adverse role in fostering risk taking during the recent crisis. 
Furthermore, for the most part, mergers during the past three decades, and the 
deregulation of bank powers that has permitted universal banking, have been 


^ My understanding of the logic of the FDICIA special-assessment requirement is based on conversations 
with my colleagues on the Shadow Financial Regulatory Committee, especially with Professor Ken Scott 
of Stanford Law School, who is widely regarded as the originator of this idea. 


9 



117 


helpful in serving the multi-product needs of bank customers, and in promoting 
efficiency and competition in local bank lending markets, as the research on the 
effects of bank consolidation on loan pricing has shown. ^ But that has not always 
been the case. 

In one case with which I am familiar, the merger of the only two banks of 
any significant size in New England, the merger was not desirable from the 
perspective of many bank customers. In the merger of Fleet and BankBoston in 
1999, middle-market borrowers in New England opposed the merger. I was able 
to show in my analysis of the effects of the merger on the loan market that they 
were right to do so. My study and affidavit predicted that a merger of the two 
banks would cause interest rates to rise by roughly a full percentage point for 
middle market borrowers. That estimate was corroborated by subsequent 
research that showed that, in fact, the merger caused middle market borrowers' 
interest rate spreads to rise by more a full percentage point. ^ 

I was involved in the Fleet-BankBoston merger as a consultant to the 
Attorneys General of Massachusetts and Connecticut. Despite the concerns and 
evidence of anti-competitive effects, the merger was pushed through as the result 
of political pressures applied to regulators, including pressure from at least one 
highly influential member of Congress. Justice Department officials, in 
conversations in which I participated, initially supported action to prevent the 
merger, or at least to force a carve out of some of the middle market business of 
the combined entity in a way that would have encouraged another competing 
bank to enter the market to purchase the carved out assets, which would have 
included a substantial portfolio of middle-market business loans. Under political 
pressure, the Justice Department backed down. I was told by one of the state 
Attorneys General that a member of Congress threatened budgetary 
consequences for the Antitrust Division if they did not back off, and under the 

^ See, for example, Ricardo Correa, "Bank Integration and Financial Constraints: Evidence from U.S. 
Firms," Board of Governors of the Federal Reserve System, March 2008, and Isil Erel, "The Effect of Bank 
Mergers on Loan Prices: Evidence from the U.S./' Review of Financial Studies (forthcoming), 2009. 

^ Charles W. Calomiris and Thanavut Pornrojnangkool, "Monopoly-Creating Bank Consolidation? The 
Merger of Fleet and BankBoston," National Bureau of Economic Research Working Paper 11351, May 
2005. 
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circumstances, the Attorneys General did not feel that they had sufficient 
authority to stop the merger or materially change its structure. 

The Federal Reserve has also been a rubber stamp for mergers, so long as 
(1) the mergers did not violate the Fed's measure of excessive concentration in 
the local deposit market, and (2) activist community groups and their allies in 
Congress did not oppose the mergers. The first, deposit-market-share, condition 
is not an adequate measure of competition, since it applies only to deposit shares 
In each neighborhood, not to loans or other products, and it does not distinguish 
loans by relevant market niches (e.g., large corporate, middle-market, small 
business, consumer). It is easy to satisfy the local deposit market share condition 
by spinning off a few branches in a few neighborhoods, and doing so has no effect 
on competition in the regional loan market for mid-sized companies. 

In my experience, the attention paid by the Fed to activist groups largely 
reflects Fed concerns about offending members of Congress; those concerns gave 
rise to the infamous use of pre-merger contracts between merging banks and 
well-organized community activists (e.g., ACORN), which were common during 
the merger wave. Merging banks paid those groups to support their mergers, 
whether or not the merger was in the interest of other local consumers or in the 
interest of small and medium-sized firms. This bribery/extortion racket was a 
national disgrace. 

We need to empower antitrust enforcement of banking mergers by placing 
antitrust responsibility entirely in the Antitrust Division of the Justice Department, 
and by ensuring budgetary autonomy oi that Division, which would insulate 
enforcement from the political pressures that have been applied in support of 
mergers by monopoly-seeking banks and rent-seeking self-appointed community 
groups. Once that reform has been accomplished, expediting the merger approval 
process under crisis conditions would make sense, but until and unless we fix the 
merger approval process, streamlined approval will just make abuses worse. 

Antitrust concerns relating to bank lending to middle-sized firms are 
especially worrying now, given the small number of large banks that operate in 
many local communities. Large banks provide unique services for mid-sized 
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businesses in their states. To ensure competition in lending to these important 
customers, which are the backbone of the American economy, ideally there 
should be at least three or four banks of significant size, and with substantial 
middle market lending capabilities, operating in each region of the country. Our 
current regulatory structure has produced a different outcome In some regions, 
and without improvements in the antitrust process, this is liable to become 
worse. 

III. Summary of Opinions 

In summary, I believe that a hybrid bankruptcy/resolution approach to 
reforming the framework within which resolutions of failed nonbank financial 
firms occur would be the most desirable way forward. That approach would 
avoid the risk of institutionalizing too-big-to-fail protection (the main risk of the 
pure administrative-resolution approach to reform), and would avoid the 
unwitting encouragement of ad hoc bailouts as an alternative to bankruptcy (the 
main risk of a pure bankruptcy approach to reform). 

A properly structured hybrid approach would prevent excessive private 
sector risk taking (i.e., moral hazard) by credibly allowing nonbank financial firms 
to fail in most cases, and by imposing substantial losses on their creditors. It 
would remove the risk of large costs to taxpayers from bailouts, would force the 
private sector to bear almost all the costs of bailouts, and it would avoid 
unnecessary bailouts motivated by excessive political risk aversion. 

With respect to antitrust policy, while the vast majority of consolidation in 
the financial services industry over the past three decades has been beneficial to 
bank clients, there are notable exceptions (the most obvious of which was the 
anticompetitive merger of Fleet and BankBoston). That merger was pushed 
through by special interests - monopoly-seeking banks, rent-seeking consumer 
activist groups, and politicians aligned with them - acting against the broader 
interests of consumers and firms. In some regions of the country - most 
obviously, in New England - there are too few large banks able to offer a full 
bundle of products and services to middle-market borrowers. 
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We need to improve the bank merger approval process, which has become 
too politicized to be reliably effective. We should remove the Fed from oversight 
of bank mergers and give the Antitrust Division of the Justice Department 
undivided authority, budgetary independence, and a mandate to avoid the 
creation of monopoly power, especially in middle-market lending. Once that is 
done, it would make sense to permit expedited consideration of bank mergers 
during financial crises. But until that is done, expedited approval would magnify 
the politicization of the merger process and the potential for the creation of 
undesirable monopoly power. 

My discussions of nonbank financial firm bailouts and bank antitrust policy 
have something in common: They begin by recognizing that crafting good policy is 
not just a matter of resolving technical questions related to economic efficiency; 
rather, these policies are subject to political risks can affect, and have affected, 
their implementation. We must design bailout and antitrust policies better than 
we have in the past, to minimize the potential for undesirable outcomes driven by 
political processes. 
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Mr. Johnson. Thank you. 

Professor Sagers, proponents of the bill have argued that this bill 
has essentially the same limitations on antitrust as the FDIA, and 
wanted to ask you, since we are now in the questioning period and 
all Members will abide by the 5-minute rule, is that accurate? 
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Mr. Sagers. Yes, in one important respect it is incorrect. As I ex- 
plain in my written statement, it is a very complicated question, 
but a simple answer is that the claim that the bill does not modify 
current antitrust review — that claim is incorrect for the simple rea- 
son that under current law transfers of banking assets — "banking 
assets" — are subject to a special regime of antitrust review which 
is undertaken by both the banking agencies and the Justice De- 
partment jointly. 

And in some respects it is a little bit different than the more fa- 
miliar merger review process under the Hart-Scott-Rodino Act and 
sometimes it can be made to go a little bit faster than HSR review. 

However, where non-banking assets are transferred in almost all 
cases, including some securities and insurance businesses, other fi- 
nancial businesses — when those transactions occur, the ordinary 
Hart-Scott-Rodino process applies. 

And importantly, when the Justice Department or the Federal 
Trade Commission reviews a transaction, reviews a transfer of non- 
banking assets, they have a lot of power. They have a lot of essen- 
tially civil discovery power to force the mer^ng parties to disclose 
information. They can also request information from third parties. 

And I believe, most importantly, they can essentially force the 
merger — force the transaction to slow down so that they can take 
the time they feel they need to address anticompetitive concerns. 
Okay. 

So that is the piece that would be changed under bill under the 
resolution authority where FDIC causes the sale of some non-bank- 
ing asset that is owned by a failing financial company in receiver- 
ship. 

That transaction would he subject to HSR, except that the agen- 
cies would not be permitted to make the so-called second request 
for more information, which has the result of hoth giving them 
more information and slowing the process down. 

As I explained, I happen to think that is really a pretty big deal. 
It is a pretty big change, because in effect the agencies are going 
to be forced to review what could be very large mergers or acquisi- 
tions in 30 calendar days, with probably quite limited information. 

Mr. Johnson. Thank you. 

I would like to ask everyone on the panel to respond to this ques- 
tion, starting with Professor Calomiris. Does the resolution author- 
ity have the effect of institutionalizing too-big-to-fail companies as 
part of the economy? And is this a problem? 

Mr. Calomiris. It all depends, Mr. Chairman, on how it is struc- 
tured. If it is a backstop protection, as I am proposing, and, cru- 
cially, if there is a requirement of minimal haircuts to creditors 
and, furthermore, if triggering the use of the resolution authority 
has to be approved by Congress and, finally, if the large financial 
institutions that presumably benefit from this protection have to 
pay for it after the protections applied, so it is not the taxpayers 
paying for it but the financial system, then I think we can say it 
doesn’t institutionalize too big to fail. 

But if you don’t add all those caveats, you will institutionalize 
too big to fail. 

Mr. Johnson. Thank you. 

Mr. Rosenthal? 
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Mr. Rosenthal. Yes. I believe it does not institutionalize too big 
to fail but, again, subject to the statements that I made before, that 
we need to layer onto what is already — what has already been pro- 
posed bankruptcy code concepts that impose judicial restraint in 
some instances, that impose factors that limit the ability of the reg- 
ulator to go too far and that subject companies to restrictions that 
they and their creditors agree to. 

Mr. Smith. Let me try this one. Thank you, Mr. Chairman. I also 
agree that this should not institutionalize too big to fail, especially 
if creditors and shareholders will be suffering a loss as part of the 
process. 

The only caveat I have relates to what happens when you have 
a business that, at its core, relates to systemic risk and where it 
may be necessary to transfer the assets of that business with cer- 
tain liabilities being assumed. 

Now, if you are one of the creditors who is extending credit to 
one of the businesses that does not fall into that category, you 
know that you are going to suffer a loss even if the business is too 
big to fail. 

But if you are one of those creditors who is extending credit to 
the part of the business that is a core systemic risk asset, I think 
there needs to be a lot of thought given as to whether that credi- 
tor’s claim is going to be assumed in its entirety as part of the res- 
cue process and, if so, whether there is an element of institutional- 
izing the too big to fail scheme for that creditor that needs to be 
taken into account. 

So I would suggest caution in that area. But as a general matter, 
this is legislation that one hopes would never be invoked in the fu- 
ture. 

Mr. Johnson. Yes. Thank you, Mr. Smith. 

And, Professor Sagers? 

Mr. Sagers. Thank you. I really would just repeat what Pro- 
fessor Calomiris said. It seems to me the question really depends 
on how the act is administered. 

The act seems to me to give one agency an extraordinary amount 
of flexibility and its administration, it seems to me, is going to be 
subject to some degree to changing political forces, depending on 
changes in Administrations. 

I would add that I think that problem, like other problems, could 
be improved under this act if it is — if it strengthens antitrust re- 
view under Hart-Scott-Rodino Act. 

Mr. Johnson. All right. Thank you, gentlemen. My time has ex- 
pired. 

I will now proceed to Mr. Chaffetz for questions. 

Mr. Chafeetz. Thank you. Chairman. 

I would ask, actually, unanimous consent to insert into the 
record, if I could, a statement from the Ranking Member of the 
overall Judiciary Committee, Member Lamar Smith. If I could in- 
sert those into the record 

Mr. Johnson. Without objection. 

[The prepared statement of Mr. Smith follows:] 
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Prepared Statement of the Honorable Lamar Smith, a Representative in 
Congress from the State of Texas, and Ranking Member, Committee on the 
Judiciary 


Statement of Judiciary Committee Ranking Member Lamar Smith 
Subcommittee on Courts and Competition Policy 
Hearing on Too Big to Fail: The Role for Bankruptcy and Antitrust 
Law in Financial Regulation Reform, Part II 
Tuesday, November 17, 2009 

(Final) 


Before enacting reform legislation that might invite 
the next financial meltdown, Congress should take a 
long look at the 2008 collapse and learn from the facts. 


The Financial Services Committee has begun 
marking up a bill known as the Financial Stability and 
Improvement Act. That legislation establishes a 
resolution authority for large financial institutions. 


1 




124 


This authority codifies the federai government’s 
ability to take over and wind down the liabilities of failed 
financial institutions. It does so without meaningful 
reference to the Bankruptcy Code. And it eliminates 
traditional antitrust review of proposed asset sales in 
the name of efficiency. 

For over a hundred years, the Bankruptcy Code has 
been America’s trusted means for dissolving or 
reorganizing failed firms. Why, then, do current 
proposals seek to replace it? 

Typically, it is claimed that it was Lehman Brothers’ 
bankruptcy that triggered the widespread financial panic 
of September 2008. If bankruptcy triggered the panic, 
goes the argument, we have to look beyond the 
Bankruptcy Code to reform the financial system. 
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The so-called “Lehman Brothers’” claim, however, 
is a myth. As we heard during the recent Commercial 
and Administrative Law Subcommittee hearing, the 
market took Lehman Brothers’ bankruptcy more or less 
in stride. 

What triggered systemic financial panic was 
subsequent action by the Treasury and the Federal 
Reserve. These agencies’ actions signaled to investors 
that the government anticipated a market collapse, but 
did not yet have an adequate plan of action. 

In a self-fulfilling prophecy, it was only after the 
Treasury and the Fed ratcheted everyone up into a panic 
that the market then panicked and not after their earlier 
decision to let Lehman Brothers go into bankruptcy. 
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Other government actions also contributed to the 
panic. These included the government’s inconsistent 
treatment of Bear Stearns and AIG — which it bailed 
out — and Lehman Brothers, which it did not. This 
inconsistent treatment set the market’s expectations on 
a frightening roller coaster that produced deep 
confusion. 

Conditions for troubie also had long been growing 
because of sustained government distortions of the 
market. From the Community Reinvestment Act to 
Fannie Mae and Freddy Mac and on, the government 
helped produce the 2007-2008 credit crisis that set the 
stage for panic. 
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The bottom line is this — ^America has no need to 
avoid the Bankruptcy Code as a means to resolve failed 
financial institutions. What America should renounce is 
government control that lets federal agencies and 
government employees determine behind closed doors 
what companies iive and die in our economy. 

H.R. 3310, the House Republicans’ Consumer 
Protection and Regulatory Enhancement Act, takes this 
poiicy to heart. It ends billion doliar bailouts and writes 
a new chapter in the Bankruptcy Code to resolve failed 
financial institutions other than banks. The new chapter 
includes special provisions designed to make our good 
Bankruptcy Code even better. 


5 
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Mr. Chaffetz. Thank you, Mr. Chairman. 

I want to go back to you, Mr. — Professor Calomiris — am I pro- 
nouncing your name properly? I hope so. Okay. 

Mr. Calomiris. Calomiris, yes. 

Mr. Chaffetz. Yes. Are you familiar with H.R. 3310 and what 
that uses as the foundation for reform in the bankruptcy code? 
Could you talk specifically to that and your impression of that? 

Mr. Calomiris. Yes. I have reviewed it. I couldn’t recite every 
part of it to you from memory, but I liked it. But I don’t think it 
goes far enough. I mentioned three things in my testimony that I 
think would be additional reforms to the bankruptcy process, espe- 
cially as applied to a new — let’s call it Chapter 14 — applied to non- 
bank financial institutions. 

And so I could go over those. One of them has to do with dealing 
with voting problems that have emerged in the recent CIT bank- 
ruptcy case. 

So we have to worry now about creditors who have offsetting 
hedged positions or maybe even over-hedged positions so that they 
have an incentive in disrupting the bankruptcy process. So you 
might want to change the law so that your net position determines 
your voting power, not your gross position as a creditor. 

That is just one example, and that is not just for financial insti- 
tutions. We need to be worrying about that more broadly. 

We also have to worry about the problem of international coordi- 
nation. And it is not good enough just to say let’s worry about it. 
We actually have to figure out a way over a short period of time 
that we can figure out where assets are going to reside. 

A big problem in the Lehman bankruptcy was that a lot of assets 
came back overnight. Nobody knew, are they part of the New York 
jurisdiction or are they going back to other countries? 

You have to have as part of the living will that is being pro- 
posed — and I support that idea — cooperation, pre-agreement among 
regulators in advance, as to how they are going to figure out where 
assets and liabilities reside if the bankruptcy happens. 

And I had another point, but I will stop there talking. 

Mr. Chaffetz. Okay. 

Mr. Rosenthal, I want to give you a moment here to expand on 
this idea of flexibility but predictability and how those two are able 
to balance in such a way to achieve what we are trying to achieve. 
Can you 

Mr. Rosenthal. Yes, and actually, interestingly, the way we 
have tried to come up with the hybrid approach could be imple- 
mented through a new regime, or it could also be implemented 
through a revision to the bankruptcy code. 

What we have envisioned here to get flexibility is have a period 
of time — call it an exclusive period, a crisis period — where the 
FDIC — whatever the regulatory agency is — takes over the business, 
does what it has to do in terms of selling it to — or transferring it, 
or capitalizing it to avert a financial crisis, without supervision of 
a court, which enables the action to be taken quicker, doesn’t re- 
quire all of the notice of the bankruptcy proceeding. That is the 
flexibility. 

But then you come to the point of how is the rest of the case 
going to continue, and is there any judicial supervision or over- 
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sight, even on an after-the-fact basis, of the actions that were 
taken during the exclusive period. 

So the way that we have built in the predictability is to say that 
all of the things that would occur after this initial period are effec- 
tively managed and run and supervised the same way they would 
be under the bankruptcy code — bankruptcy court is there, bank- 
ruptcy court looks at the thing. 

And even the actions that were taken during that initial period 
could be brought forward later before the bankruptcy court if a 
creditor was able to demonstrate that as a result of the actions that 
were taken it is in a worse position down the road than it was in 
on day one if the actions had not been taken. 

Mr. Chaffetz. Okay. Thank you. 

Sorry, time is so short. Going back to Mr. Calomiris, if I could, 
please, let’s talk a little bit about the case study that is first and 
foremost on a lot of people’s mind, which is AIG. 

I just want to give you a moment to further expand on that 
thought, and know that we probably have less than a minute here 
before my time expires. 

Mr. Calomiris. Well, I think the really important lesson from 
the combination of AIG and Lehman was, first of all, that a big 
part of the problem with Lehman, which was related to — they all 
happened simultaneously — was the anticipation of protection. 

And Lehman would have gone to the market in March of 2008 
and raised capital after the Bear Stearns failure if it didn’t expect 
to be protected. That is the big lesson. We don’t want to have that 
expectation. 

And then AIG proved it. Even though Lehman didn’t get pro- 
tected, that was a mistake that — you know, many people regard as 
a mistake. I don’t, but the problem is now people do regard that 
as a mistake, and the solution to it is going to look — unless we 
have very hard language that prevents it, it is going to look a lot 
like AIG. 

AIG’s UBS counterparty was willing to take a 2 percent haircut. 
That was very, very big of them — willing to take a 2 percent hair- 
cut on their positions. Nobody else was. 

And the Fed spent, as far as I can tell, about 30 seconds negoti- 
ating with them and then decided to tell UBS they didn’t even 
have to take the 2 percent haircut they offered because they de- 
cided it was simpler for them just to make a one-size-fits-all, no- 
body takes a haircut. 

That sent a hugely bad message to creditors in the future. It was 
unnecessary. But what I want to emphasize is not that, you know, 
Tim Geithner was a bad guy because he did that. What I want to 
emphasize is he wasn’t playing with his money. He was playing 
with mine and yours. 

And he is not a very tough negotiator because as a regulator his 
incentives will always be to do that. That is what we need to be 
worried about if we empower discretionary authority outside of 
bankruptcy. 

Now, some people on the panel here have talked about the need 
to protect creditors’ rights. I understand that, and I favor reform 
of the bankruptcy code as the dominant way to do this. 

But I also worry about protecting taxpayers’ rights. 
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Mr. Chaffetz. Thank you. 

Thank you, Mr. Chairman. I appreciate your indulgence in allow- 
ing us to go over time a little bit. Thank you. 

Mr. Johnson. Certainly. Thank you, Mr. Chaffetz. 

Now I recognize the esteemed gentleman from Michigan, the 
Chair of the Judiciary Committee, the honorable John Conyers. 

Mr. Conyers. Thank you. 

One of the problems is that the Finance Committee is marking 
up their bill right now, and I keep thinking about the barn door 
syndrome here. And I am trying to figure out what this Com- 
mittee — this part of Judiciary can do ab^out it and what — when I 
meet with Chairman Frank that we want to keep working on. 

So at the same time that I am omitting the fact that we should 
have really held this part of the hearing before them so that they 
got an idea — their frame of reference is fixed. All this good testi- 
mony they may look at some day after it. 

I see that bankruptcy is being minimized in this regulatory fi- 
nance package. I see that we are going to have a situation where 
we may be sorry about not being strong enough. 

I am impressed with the witnesses here who I hear telling me 
that it is more than about patching up the system, it is the — it is 
to put in safeguards so that this won’t happen again. 

You can patch it up — and this isn’t the first time we have been 
to the brink either. All of you know better than we — we can create 
a remedy, a regulatory remedy, that still makes the same thing 
that doesn’t limit the possibility of this happening again. 

So the question that I have for you four is what more can we do, 
and of course, I don’t ever stop — we are not going to stop just be- 
cause they are marking up their bill. There is going to be lots of 
negotiations. Only heaven knows what the other body is going to 
produce. 

There will be a rules committee where lights frequently go out. 
There will be a conference committee. So I want you to tell me 
what we ought to do, because we haven’t mentioned Glass-Steagall 
and the little sorry Bliley effort that succeeded it. 

I mean, I am not comfortable about this, and I want you to give 
me not only your best advice here today, but I would like the honor 
of us being in touch as this moves down the road. 

This isn’t going to happen before next year. I know there is great 
intentions for moving with swiftness. 

Sagers and Calomiris, why don’t you start off this discussion? 

I ask unanimous consent for a little more time, Mr. Chairman. 

Mr. Johnson. Without objection. 

Mr. Sagers. Yes. Thank you, Mr. Chairman. I hate to be a one- 
trick pony, and I also sort of hate to say this, because I really don’t 
know how controversial this sort of thing might be to say. 

I take heart that if I understand him. Professor Calomiris said 
something similar. I personally think that the regime of bank 
merger law we have right now needs to be reopened, and I would 
favor getting rid of it. 

To the extent that it ever had a justification, it is now a very 
strained justification that I think many people don’t find very per- 
suasive, and bank mergers could take place under the ordinary 
Hart-Scott-Rodino Act. 
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That leaves open the large problem, though, that as the Justice 
Department and the banking agencies have interpreted their duties 
under bank merger law — that is, as they have understood their 
substantive job in reviewing bank mergers, which undoubtedly 
would — they would carry over. 

I mean, if you do away with bank merger law and say everything 
is subject to Hart-Scott-Rodino, the same theoretical approach that 
has been applied under bank merger law would continue to be ap- 
plied under Hart-Scott-Rodino, unless Congress were to take some 
action to correct that. 

And the problem is traditionally both the banking regulators and 
the Justice Department for a long time have believed — and in their 
defense, they believe it on the basis of a fair amount of empirical 
evidence — they believe that, by and large, competition issues rel- 
evant to Section 7 just aren’t very serious in these markets. 

That is, the only cases in which we have serious competition 
issues are in local markets serving consumers, mainly, the sort of 
retail lending needs of consumers and small businesses. Everything 
else we can take to be presumptively highly competitive and there- 
fore those mergers don’t raise any concerns. 

I am not really prepared to offer ideas on how that should be cor- 
rected, but I think that it is mistaken even in the traditional re- 
spect — that is, it is mistaken even in its assumptions about wheth- 
er particular banking markets are competitive. 

But also, let me just reemphasize — this is a bit of a pie in the 
sky sort of argument that academics get to make and nobody else 
does because they are difficult, I guess. But we don’t have any 
laws, really, that directly deal with the problem of systemic risk 
being increased by mergers and acquisitions. 

When companies get together and get bigger, thereby increasing 
systemic risk, to my knowledge there is no really effective regime 
other than Clayton Act Section 7 to address that, and Clayton Act 
Section 7 hasn’t been used in that way. 

Mr. Conyers. But banks are exempted under Hart. 

Mr. Sagers. That is true. 

Mr. Conyers. You haven’t mentioned that. I mean, you keep re- 
lying on it, but they have got a hole as big as a tank to drive 
through Hart-Scott-Rodino. 

Mr. Sagers. Yes, and my suggestion would be issue number one 
ought to be closing that loophole. Technically, bank mergers are 
subject to this — a substantive standard, a legal substantive stand- 
ard very similar to the one that is applied under Clayton Act Sec- 
tion 7. 

Mr. Conyers. Well, technically, but it doesn’t happen in real 
time. 

Professor Calomiris? 

Mr. Calomiris. Yes. I agree with you about the loophole. The 
way I experienced it, which I described in my testimony, was that 
I was working for the attorneys general of Massachusetts and Con- 
necticut. 

And I showed them in my study — I predicted that if they allowed 
Fleet and BankBoston to merge, middle market borrowers, mean- 
ing the backbone firms, small businesses and middle-market busi- 
nesses in the U.S. — would experience an increase of a full 1 percent 
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on their loans’ cost if they did, and that that is who was com- 
plaining about the merger. 

It wasn’t hidden. Those were the people complaining, and those 
were the people who were going to suffer. After the merger hap- 
pened, it went up exactly 1 percent. So it wasn’t rocket science. It 
wasn’t difficult to see. 

What was lacking was the political will, because the problem is 
mergers create a lot of cookies, and people like cookies, and they 
come, frankly, to Congress and they ask people to help them get 
some of the cookies. 

And then in this case the Antitrust Division of the Justice De- 
partment was leaned on by a Member of Congress, who said, “If 
you guys fight this, it is going to hurt you in your budget for anti- 
trust.” 

And it was a very embarrassing thing for the Antitrust Division, 
because I am on the phone with them 1 day, and they are ready, 
gung-ho, an the next day they say, “We are not gung-ho anymore.” 
And that is why I emphasize — I am not a lawyer but I am an econ- 
omist, so I emphasize budgetary independence. If you are serious 
about this, that is what it is going to take, because that is where — 
what I saw. 

Now, I want to say another 

Mr. Conyers. Now, what is this piece of history — how does this 
tie into the regulatory reform act that is being — is on the stove 
being cooked up right now? 

Mr. Calomiris. It should be added in, and I don’t see it. 

Mr. Conyers. What should be added in? 

Mr. Calomiris. The kind of reform that, in my view, would take 
away from the Fed and place in the Antitrust Division undivided 
authority and budgetary autonomy to strengthen protection for all 
the various consumers, including businesses and small businesses. 

And I think, really, the biggest concern right now — I think Pro- 
fessor Sagers agreed with me, or someone did — is these middle- 
sized businesses which in many parts of the country are not getting 
served. You need to have a couple, at least, or three or four large 
banks in every location to be able to have real competition for mid- 
dle market lending, and we don’t have that. 

Mr. Conyers. Mr. Rosenthal, how do you weigh in on this discus- 
sion? 

Mr. Rosenthal. Mr. Chairman, first, I think this issue is not 
going to go away. If you are lucky enough that it disappears in the 
rules committee, maybe, but I think we have a problem that needs 
a resolution. 

We have the bankruptcy code that deals with the rights of credi- 
tors. We have the FDIA that deals with the rights of depositors. 
Neither one of those deal with systemic risk. 

So I think if you want to be — if you want to be productive and 
you do not think that you can overcome the majority with respect 
to a bill that takes power out of the bankruptcy code and creates 
a new resolution authority, then you have to make proposals that 
build in the protections that we have been talking about. 

So for example, we have — and we would love to talk to you about 
it further — I have done some summaries of changes that would be 
inserted into this bill that would, in fact, provide the protections — 
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a number of the protections that Mr. Smith and I at least talked 
about in terms of judicial 

Mr. Conyers. For example? 

Mr. Rosenthal [continuing]. Review, claims determination. For 
example, a provision that would require judicial review, that 
would, in effect, make the bankruptcy court the arbiter of decisions 
from — you know, after this exclusive period that I was talking 
about. 

A provision that would require that claims determinations first 
be the subject of a negotiation between the FDIC, but if they could 
not reach a resolution then you would do what we do in the bank- 
ruptcy code — court all the time. You would go to the bankruptcy 
court and you would say, “Bankruptcy court, decide how this — de- 
cide this claim. What is the amount of the claim?" 

Issues about valuation — clearly, secured creditors bargain for col- 
lateral to support their obligations. 

The bill deals somewhat with the rights of secured creditors, but 
it doesn’t say how you would value their claims. We would build 
in — we think you should build in provisions that if you can’t agree 
with the regulatory authority about the value of the secured claim, 
you go to the bankruptcy court. 

Mr. Conyers. Can the rest of our witnesses huy into that modi- 
fication? 

Mr. Smith. I certainly can. This was, indeed, part of my testi- 
mony on behalf of the National Bankruptcy Conference. But I do 
want to add something in terms of the broader perspective that you 
are raising, Mr. Conyers. You were saying how can this legislation 
be devised so that what happened doesn’t happen again. 

And looking at this purely from the bankruptcy standpoint is al- 
most like asking an undertaker what he could have done to have 
prevented the death of the deceased. The bankruptcy is the back- 
end side of things. 

And there is an important element that Mr. Rosenthal has men- 
tioned, which is you want to have transparent, clear, fair rules for 
creditors to ensure predictability so that the market starts to ad- 
just for true credit risk and does not take into account the fact that 
there are no consequences for creditors who make bad credit deci- 
sions, as Professor Calomiris had mentioned. 

But even beyond that, part of this bill has to be prudential regu- 
lation at the outset, maybe in the area of antitrust that was just 
discussed, but maybe broader regulation as well, so that there are 
limits on some of the risk-taking that can be made in this economy. 
Thank you. 

Mr. Calomiris. I want to give a hopeful note here and tell you 
that in about 2 days the Pew Trusts bipartisan task force on finan- 
cial reform is going to release a report. I am a member of that. 

It is a bipartisan group. Democrats who are members of that in- 
clude Alice Rivlin, former vice governor of the Fed; Alan Blinder, 
also former vice governor of the Fed; Bob Litan; Rodgin Cohen, Sul- 
livan & Cromwell; Morris Goldstein. 

We have about a dozen people, and we have reached consensus. 
We have a platform. It is not identical to the Frank bill. It is not 
identical to the Dodd bill. It does share a lot in common with them. 
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There are good ideas in those bills. But the details are not often 
very good. 

Intellectually, what you are seeing here today, I think, is a lot 
of consensus across the aisle, and what is really interesting is I 
have lived through that for the past 6 months in the Pew task 
force. 

I think if Congress would just slow down on both sides of — both 
houses, and just listen to that bipartisan consensus, you could do 
a lot better than either of those bills. And I think the problem is 
the devil is in the details, and he really is in those details right 
now. We need to fix those. 

Mr. Conyers. Yes, we will be looking forward to the Pew report. 

And I thank you for the time, Mr. Chairman. Could I just close 
with one — let me just ask you, we have got some strong personal- 
ities involved in this legislation — Dodd, Frank, Shelby — and I wish 
Stiglitz could have been here to join you to make it five instead of 
four. 

How do you separate out what we have been talking about from 
what they seem to be advocating? 

Mr. Calomiris. I am willing to take a crack at it. I think that 
there are good things, as I said, in — I have talked to people on both 
sides of the aisle, and I am actually very hopeful. I think people 
can come together on a bipartisan consensus. I really do. 

I don’t think that any of the positions and the differences are in- 
surmountable. I think I don’t want to speak out of school and men- 
tion particular lawmakers that I have talked to, but I am actually 
confident of it. 

I think the key, though, is don’t rush it through. Give it a little 
bit of time. Instead of trying to get a bill done by February that 
is going to have to be done on an egotistical or partisan basis, give 
it till March or — and you will have a bipartisan one. 

Mr. Rosenthal. I would agree with that, and I will just point 
to one provision of the bill. If you look at the proposal — and this 
is in a number of the proposals — frankly, all of the proposals that 
have been introduced — you see one provision that says claim deter- 
minations are not subject to judicial review, and you see another 
proposal that says claim determinations are subject to judicial re- 
view. 

I think that highlights what Professor Calomiris has been saying, 
that you need to take the time to go through this legislation and, 
one, make it consistent and, two, make sure that it embodies char- 
acteristics that both guard against systemic risk, which I think ev- 
erybody would agree is a problem, and that protect creditors’ inter- 
ests as well. 

Mr. Conyers. Well, look, the Chairman on the — in the other 
body has a seriously different view from the Chairman in this body. 
I am glad to have words of hope. And I mentioned Mr. Shelby. I 
know he doesn’t — I don’t say I know — I think he doesn’t agree with 
either one of them. 

So let’s work through this a little bit. None of them are saying 
what you have been saying about bankruptcy and how we we re- 
solve — how we make Hart-Scott-Rodino more effective. Glass- 
Steagall — that is like something out of the past. I am not sure how 
far memory goes back on these subjects. 
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So I don’t know where the optimism seems to be coming from. 
I just hope you are right, but it is not at all clear to me. 

So I thank you, Mr. Chairman, for your indulgence. 

Mr. Johnson. Thank you, Mr. Chairman. 

There is a call to have a second round of questions, so I will 
begin that second round with Mr. Chaffetz. 

Mr. Chaffetz. Thank you. I appreciate it, Mr. Chairman — such 
an important subject. 

I want to just offer one kind of two-part question, and then if you 
can just kind of go down the line and — and address it, do you think 
that an extended period of legal uncertainty could actually under- 
mine the availability of credit to businesses as we try to emerge 
from the current recession? 

And the second part of that is if you think that another melt- 
down hits before the legal uncertainty is cleared up, the legal un- 
certainty could actually impair our ability to control such a melt- 
down? 

I would appreciate your perspective on that. Just kind of left 
from right. 

Mr. Sagers. You know, thank you. I guess my immediate reac- 
tion is in studying this bill, and in studying a lot of related legal 
topics, that is precisely the kind of concern that is consistently — 
I am not saying it is true in this case, but it is consistently over- 
stated with rhetorical purposes in mind — that is, with achieving 
certain consequences. 

I gather a person stating such an argument, at least during a pe- 
riod like this one, when policy reform is on the table, would be 
making that claim with the point of urging haste. 

I think that would be a mistake in this case, and I just want to 
sort of incorporate something Professor Calomiris said on this be- 
fore. I think he said it well, and he is much more expert in it than 
I am. Thank you. 

Mr. Smith. Thank you. I come at this from a long history of law 
reform where I was advised very early on that one of the primary 
goals of law reform is to do no harm. And it is very easy to try to 
address a specific problem and find out that you are creating other 
problems that are totally unforeseen. 

I think there is a greater risk here in haste. It is true that a pe- 
riod of uncertainty will affect the availability of credit and will af- 
fect the cost of credit, but that problem could be compounded if the 
wrong legislation were enacted. 

Mr. Rosenthal. I would agree with that. I think that there is 
more problem — yes, I think there is — it is worse and you compound 
the problem to rush to judgment and implement legislation which 
itself may be very uncertain than whatever legal uncertainty cur- 
rently exists. 

We have a system that does work to some extent. It may have 
some problems, but we know the system. We understand the sys- 
tem. Creditors understand the system. Businesses understand the 
system. Courts understand the system. 

Courts worked through Lehman, even though they had to work, 
you know, all night, day and night, for weeks. They worked 
through Lehman. They worked through G.M. They worked through 
Chrysler. And they did it quickly. 
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So to me, you would delay a decision and come to a more rea- 
soned decision than rush something through. 

Mr. Calomiris. I agree with what has been said by the other 
three. I would just point to a couple of things. 

When we had the clarification after September 2008 by FASB of 
how they — the regulations in terms of mark to market would be ap- 
plied — that clarification was extremely helpful to the markets, be- 
cause it told people that they didn’t have to go into a death spiral 
of valuation based on some existing market price. That resolved a 
very big legal uncertainty about the appropriate way to apply that, 
and it was very helpful. 

I would also say that the stress tests resolved a regulatory en- 
forcement uncertainty. More than they provided information about 
the condition of the banks, they really told us how the regulators 
were planning to behave toward the banks, and that was hugely 
beneficial. 

So what we know from just looking at the recent crisis is mo- 
ments of regulatory enforcement uncertainty or rules uncertainty 
can be devastating. 

And I also agree with Mr. Rosenthal that actually aside from the 
issues associated with international coordination of which assets 
belong where, the Lehman bankruptcy actually gives us a fairly 
good feeling about the ability of the bankruptcy code to deal with 
things. 

So I look at it as we have workable problems. We have problems 
that we could actually deal with but that we need to focus on. 

Mr. Chaffetz. Yes, I yield to Mr. Goodlatte. 

Mr. Goodlatte. Yes, I wanted to follow up. Do you think that 
if they had made that clarification much earlier in this process that 
it would have had that same settling beneficial effect that you 
noted that it had when they finally got around to doing that late 
last fall? 

I mean, we here in the Congress struggled with this all through 
this crisis, and the votes we had on bailout bills and so on, saying 
that market to market was a significant contributor to the uncer- 
tainty and that addressing that early and quickly would have had 
a very salutary effect? 

Mr. Calomiris. Yes, I do. 

Mr. Goodlatte. Thank you. 

Mr. Chaffetz. And let me just say, Mr. Chairman, as I wrap up, 
I appreciate the kind of what I perceive as unanimous conclusion 
that it is most important to get it right rather than get it done fast, 
that there are unintended consequences of overreacting and react- 
ing too quickly without understanding all of the ramifications. 

I think that is precisely the point that I would like to make, that 
there is a system that, by and large, works, that no doubt there 
needs to be reform, and we are trying to address that. 

But, Mr. Chairman, we ought to be understanding — thoroughly 
understanding each and every act and consequence so that we don’t 
misstep and create unintended consequences that we will suffer 
from for years to come. So thank you for your time. 

Mr. Johnson. Thank you. Congressman. 

I have got a couple of questions. In the case of a non-bank entity 
that is too big to fail, who — how would the process work under the 
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bill that is being marked up now in Financial Services? How would 
this work? 

And I will say that when a bank is teetering on the brink of in- 
solvency you would have, you know, some notices that would have 
gone out to the bank saying you need to do this, or you need to 
do that, and then after a period of time then the regulators would 
swoop in, I guess without notice, and take over the bank, and then 
find some entity that would purchase the bank. 

What would be the process of determining what entity is too big 
to fail, why — who would make that assessment, and — I will rest 
with that. And anyone who wants to answer that question is cer- 
tainly welcome to. 

Mr. Smith. I will start off by saying that my understanding of 
how the too-big-to-fail institution would be identified would be — we 
will know it when we see it, if I understand it, that there are a 
number of different agencies that need to collaborate in the form 
of a council that would make that judgment, and the bill spells out 
the factors that need to be taken into consideration. 

But in the end of the day I would be curious whether the other 
panelists see things differently — it is a pure judgment made by the 
best authorities who could view the problem. 

Mr. Rosenthal. And, Mr. Chairman, if you — some of the attach- 
ments to my testimony reflect an overview of — and a comparative 
summary of how that decision gets made under the current bill. 

It is basically a recommendation by the FDIC, approved by the 
Secretary of the Treasury, in consultation with the President, and 
they have to make certain findings about that collapse would be — 
you know, would cause a systemic difficulty. That is the technical 
things that happen. 

The practical things that happen I think are a little different. We 
know how bank failures occur because we have a whole — a number 
of years of precedent about how banks are taken over. It is a little 
bit unclear how, as a practical matter, this would occur. 

But you would expect that it wouldn’t be swooping in, you know, 
in — at midnight for companies that are this large and this signifi- 
cant, that there would be significant discussions between the FDIC 
or the Fed or — and others 

Mr. Johnson. Including the target? 

Mr. Rosenthal. I would think so, because just as there was with 
Lehman, you know, just as there undoubtedly was with Bear, just 
as there has been with AIG, I think there would be discussions 
with the target company to see if there were ways to avert the 
problem short of declaring the company to be a systemically signifi- 
cant company and subjecting it to this resolution authority. 

But ultimately, if there were no other — there were no other solu- 
tion, or if management of the company, for example, were unwilling 
to implement other solutions, then I could see these recommenda- 
tions being made. 

Remember that in a bankruptcy, the way you get into bank- 
ruptcy is that the — either your creditors put you in through the fil- 
ing of an involuntary or the company voluntarily files a bankruptcy 
case. There isn’t a provision, at least in current law, for the FDIC 
or the Treasury or the United States to put a company into bank- 
ruptcy. 
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What this new regime would do is say that there would be dis- 
cussions — if the company wouldn’t take the action that the govern- 
ment wanted, or there wasn’t an action short of — ^you know, short 
of using this authority, that you could use this authority to resolve 
these companies and essentially depose management. 

Mr. Calomiris. Under what I think is going to be reported on 
Friday by the Pew task force, it would work the following way — 
similar in some ways to the resolution authority in the two dif- 
ferent bills right now, but I think the details are kind of important. 

First of all, let’s say that on a particular day, Friday, a non — a 
large non-bank financial institution looks like it is in trouble, it is 
having problems. How do we know that? What would happen is it 
would have trouble finding counterparties to deal with it in the 
market. 

And then I would expect the President, in consultation with the 
Secretary of the Treasury, would decide whether he wanted to ap- 
peal to Congress to make this firm exempted from the bankruptcy. 
So now we can go in one of two ways. 

If the President decides not to, then what happens in bank- 
ruptcy? Under the Chapter 14 as I would see it reformed, the Fed 
would be able to do debtor-in-possession financing during a — some 
period of time while the bankruptcy court was able to take charge 
of the process. 

There are already QFCs. Certain contracts are exempted from a 
bankruptcy stay. It might make sense to change the rules a little 
bit to allow people who are willing — short-term contracts that are 
maturing to take large haircuts in exchange for also being exempt- 
ed as QFCs are. 

There are lots of interesting details, because we don’t want the 
financial system to freeze up because of the networking of claims 
that have to be traded. So there may be some reforms for the bank- 
ruptcy process — I didn’t get through all of them — that are helpful 
in that. 

Then, or if we are not going to go in that direction, if the Presi- 
dent thinks we need to have a resolution authority, it is going to 
now proceed in a way where the creditors know that by law they 
cannot be made whole because, for example, under the Dodd bill — 
the Dodd bill now says there has to be a minimal haircut. 

Unfortunately, it gives a loophole that says that unless the FDIC 
decides there is a systemic problem they can waive that. So there 
are lots of problems. I don’t support that loophole. 

But if they did proceed that way, creditors would know that ei- 
ther way they are going to have a loss. That would be very bene- 
ficial. And I would predict that the resolution authority — the regu- 
lator — would end up imposing the legally mandated minimum loss. 
They are not going to be aggressive enough. 

And so it is — if you put in that minimum loss, then they will be 
imposed. And if you don’t put it in, it won’t be imposed. 

Mr. Johnson. Let me ask this question. Assuming a target has 
been in negotiations with the resolution authority, but then decides 
that it is in its best interest to file a Chapter 11 petition, which 
I suppose has an automatic stay feature — okay — would the resolu- 
tion authority under the current bills being considered have au- 
thority to trump the bankruptcy court? 
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Mr. Rosenthal. Yes. What happens is that the — if resolution au- 
thority is exercised, then that company becomes ineligible to be a 
debtor in a Chapter 11 case. So it effectively trumps the bank- 
ruptcy code. 

Mr. Johnson. All right. I have no further questions. 

Next, Mr. Chairman, anything further? 

I will say that the — we may as well bring this to a close. I do 
appreciate you all’s appearance before us today and I would like to 
thank you for your testimony. 

Without objection. Members will have 5 legislative days to sub- 
mit any additional written questions which we will forward to the 
witnesses and ask that you answer as promptly as you can, to be 
made a part of the record. 

Without objection, the record will be kept open for 5 legislative 
days for the submission of any other — any additional materials. 

Today’s hearing raised a number of important issues and cer- 
tainly there — I don’t know if February or March or April would be 
sufficient time to iron out all of the details. 

But as we consider this proposed legislation, we would do well 
to consider whether the absence of sufficient antitrust and judicial 
protections in emergency situations creates larger problems that 
it — than it seeks to solve. 

And with that, this hearing of the Subcommittee on Courts and 
Competition Policy is adjourned. 

[M^ereupon, at 2:34 p.m., the Subcommittee was adjourned.] 
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